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Summary Financial Performance

{ins milliors) $0 ss0 $100 $150 $200
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Pre-Tax Margin 43.1%

2004
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2005 Pre-Tax Margin 47.5%
ADY 2.4

2006 O Pre-Tax Margin 5!1 7%
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Average Daily Volume (ADV) in millions of ctlimrzcis ll
|
i

Year Ended December 31,

Financial Highlights l

(in thousands} 2006 2005 2004 2003 2002
Net transaction fees™ X $ 133,868 $ 97.230 $ 79.906 $ 63,168 547,135”'
Net revenues? | 178,697 137,008 119,992 97,172 71 ,920”
Toral expenses _ 89,966 75,941 70,488 62,871 68,722
Net income 55,152 35,347 26,163 20,206 818
Dilured earnings per share ‘ $ 1.38 § 093 $ 077 5  0.60 $ 0.04
Cash and cash equivalents ; $200,015 $170,927 $ 44,847 $ 65,687 $48,182
Securittes owned . 92,814 17,134 27,179 5,177 934
Total assets . 396,425 280,496 177,579 133,943 78, 171
Toral liabilities . 101,837 95,518 96,120 67,623 23, 27)
Stockholders’ equity . 258,265 184,978 81,459 66,320 54,897
Operating Highlights
Industry equity and index ADDV (in thousands) 8,079 5,969 4,690 3,601 3,09%
Qur equiry and index ADV (in thousands) - 2,358 1,781 1,432 972 604
Qur markert share : 29.2% 29.8% 30.5% 27.0% 19.2%
Average net transaction fee per side' : $ 0.113 $ 0.108 $ 01N $ 0129 $ 0.15%
Qur market share of total industry trading:

Customer ! 30.0% 30.3% 27.5% 21.3% 13.99%

Firm Proprietary | 25.0% 22.0% 20.1% 17.8% 11.9%

Marker Maker , 29.8% 31.5% 36.1% 35.6% 27.1%
@ See “Non-GAAP Financial M " in the “Manag s Diiscussion and Analysis of Financial Condition and Results of Operations” section of our Annual Report an Fotm 10-K for ho'v

we calculate net transaction fees, et venues and average net transaction fee per side. 3

' o

The front and back covers of this year’s Annual Reporr feature all full-time ISE employees as of December 31, 2006.
Employees are listed in the order they joined ISE, beginning with the founders in August 1997. ’
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HAIRMAN

|
Frank l.ilones, Ph.D.

Chairmar

1l

Oear Fell‘nw Stockhelders:

I am pleaed ro report that in my firse year as Chairman of
ISE, we continued to make significant progress in growing
our optio!‘ls business and building upon our solid founda-
tion to expand into new businesses and asset classes. Wich
the launch of the ISE Stock Exchange and the addition of
our Alternative Markers business, we have transitioned
from a olne-product exchange to a family of securities
markerts. As was the case in prior years under the steward-
ship of our former Chairmen, Ivers Riley and Bill Porer,
we retained our distincrion as the industry leader and
delivered |the financial results to which our stockholders
are accustomed, We also made significant progress in
executing our strategy to ensure that the future growth of
the CoijJany continues along the same path that we have
followed|since we launched the firse fully electronic

exchangelin the options industry nearly seven years ago.

As many of you may know, | have been a member of the
Board of Directors for more than six years, bur this is my
first opportunity to share my thoughts with you abour our
company, While our financial results certainly speak to
the success thar we have achieved 10 date in identifying,

seizing and monetizing opportunities in the options

market, | am more excited about what lies ahead for our

options exchange and our new businesses.

Growth in the options market continues at an accelerated
pace and chere are few, if any, segments of the securities
industry thar have grown a the rate that we have witnessed
over the course of the past ten years. The driving forces
behind this growth have been the entrance of new players,
the proliferation of new products, the emergence of new
and innovative technologies, and the increased awareness
and acceptance among retail and institutional investors of
the benefits that options strategies provide in managing
risk and enhancing returns. We believe that these same
facrors will spur further expansion of our industry, and we

feel that we are still in che early stages of the growth cycle.

As the options market continues to develop, we must
maintain our edge over the competition. We will do so
through our unique business model, our innovation, our
willingness to take calculated risks and our people. We
have invested considerable resources and management
talent in building the best options trading platform
in the industry, and we will continue to do so in
order to maintain our leadership position. Our focus on
developing new products that meer and anticipate client
needs will enable us o maintain our first-mover advantage
in a very dynamic and competitive industry. And our
customer service otientation and culture will continue to

set us apart from our peers.

As I look ahead, 1 2am very confident that we have the right
strategy to grow our business. We are focused on develop-
ing new businesses, new products and new functionalities
to arrract both retail and institutional customers alike. We
are not afraid o take bold steps in building our business
or in building new businesses. Our track record supports

this view.

The launch of the ISE Stock Exchange is a good example

of our willingness to be bold, o be different and to
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“With the launch of the ISE Stock Exchange

and the addition of our Alternative Markets business,

we have transitioned from a one-product exchange

to a family of securities markets.”

continue to take the lead in the markers in which we
compete. In designing, building and launching this new
business, we werte able w0 leverage our experience and
success in the options market. Moreaver, to support the
growth of the business, we sought out leading financial
institutions to be our strategic investors. These firms bring
diverse experience and expertise and will coneribute to the

SUCCESS OfOLll' new venture,

In forming the ISE Stock Exchange, we had the luxury to
tap a talent pool at ISE thart had already built 2 world-class
options exchange. We were therefore able to leverage the
experience and talent of our management and staff w
build and launch an equides exchange. Our people have
always made the difference between building a good busi-
ness and building a great business. The ISE Stock

Exchange will be no exceprion.

We have a unique ream of talented people, all of whom
have been instrumental in making our company a success.
This is due in part to the fact that we have built an
organizational structure which allows our staff the
independence to make individual contributions, while
always operating as a cohesive team. Without such an
outstanding team, an entrepreneurial culture and efficient
organizational structure, our strategy, no matter how

sound, would not be as effective or as successful,

We are fortunate 1o have such a team, and I want to recog-
nize our management and staft for their commitment,
dedication and contributions in making our company a
success. | am proud to be associated with such an organiza-
tion —one that is led by a management team that is without
peer in the industry and one thar is focused on developing
new businesses that will shape the future of the Company.
I have the highest regard and utmost confidence in David
Krell, Gary Karz and the management team, and I look
forward 1o building upon these great working relationships.
I am very confident that their expertise and experience will

enable us to retain our leadership role in the industry.

On behall of the Board of Directors, our management
team and all of our people, [ want to thank Ivers Riley for
his leadership, guidance and vision over the past six years.
Ivers continued to build upon the success of our founder
and first Chairman, Bill Porter, and has been instrumental
in leading a business and an organization that is now a
leader in the options industry. His vast experience in the
financial services sector, both in the U.S. as well as inter-
nationally, has had a profound impact on the overall
success of our company. We are grateful for the time and
commitment that Ivers has dedicated o our company and
his contribution in guiding a business that transformed an
industry. We look forward to his continued input and

contribution in the years ahead.

1 would also like to express our gratitude to our other
retiring Board members. In founding our company, Bill
Porter recognized an opportunity to revolutionize an
industry. We are fortunarte that we were able to play a part
in achieving his goal. As we continue to develop and
expand into new businesses and new markets, Bill’s vision,

expetience and expertise will surely be missed.

In addition, James Harkness and Mark Kritzman also will
not be eligible for re-election due to term limits. They
are valued members of our team and we appreciate their

contributions and service to our organization.

In closing, I want to thank you, our valued stockholders,
for allowing me this opportunity to lead such an outstand-
ing company and group of employees. We all have a great
deal to be proud of in whar we have accomplished thus far,

burt our focus is on what we can achieve in the years ahead.

Our future looks bright.

i

Frank J. Jones, Ph.D.

Chairman
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“In 2006, we built upon the momentum in our options business
and implemented our strategic initiatives to launch
new businesses, to expand into new asset classes and to add’

new products to our options business.”

. |
David Kra;li
President ¢'|&( Chief Executive Officer

Gary Katz
Chief Operating Officer

Dear Fe!llulw Stockholders:

We are proud to report that 2006 was a year of record
financial achievement for ISE and a year that marked our
transformition to a holding company that operates
innovative|securities markets. In an environment of inten-
sifying cqmpetition and unprecedented change, we
remained [the industry leader in equity options and set
all-time hlghs for all of our key financial and operating
MELrics. C)ur options business remained robust as our
volumes, 1evenues and net income once again increased

at double-digir rares.

Most importantly, we delivered on the strategy thar we
discussed last year. In 2006, we built upon the momentum
in our opticns business and implemented our strategic ini-
tiatives to launch new businesses, to expand into new asset
classes and ro add new products to our options business.
One of the hallmarks of our COI'llPéll'lyl is that we have
always challenged the status quo, and 2006 was
no exception. All of these actions were instrumental in

sustaining our track record of profitable growth.
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Strong and Growing Business -

As has always been the case, the key to our success, and the
principal driver of our growth, is our options trading
volume. In 2006, we rraded an average of 2.4 million con-
tracts per day which represented an increase of more than
32% over the previous year. This is significant as it marked
the first time in our history thar we averaged more than

two million contracts per day for an entire year.

The overall increase in trading volume led w a 29.6%
increase in total revenues to $202.1 million and a 30.4%
increase in net revenues to $178.7 million. As a result of
the operating leverage in our business, net income
increased 56.0% ro $55.2 million. Our‘p{c-rax margin,
the barometer for the operating leverage in our business,
increased to 54.7% from 47.5% in 2005.

. '
Our artractive pre-tax margins arise not only from the

leverage that is derived from our efficient operation, but
also.the cost-conscious approach that we use in managing
our business. Qur trading platform is largely a fixed-cost
platform, and once we have covered our fixed costs, each
additional contract traded generates high incremental
margins. Therefore, our principal focus is to maximize the

volume that we trade on our options exchange.

)

Volume, ﬂot Market Share, Is Key |

Average dail}'f volume in the endre options market
increased by 35.3% last year which compares to a com-
.pound annual growth rate of 21.4% over the past ten
years. The secular growth trends that we witnessed in
2005 accelerated in 2006, driven by an increase in new
users, new products and greater awareness of the options

market in general.

B

In 2006, we witnessed a continuation of the dividcnd‘
trades that occur on a few exchanges that accommodate

e 1
such trades. We do not facilitate these trades as we choosci_
|

to focus on areas where we can introduce tools, st:rvices|
and functionalities that help investors accomplish theil&
investment objectives rather than facilitate trades that
allow certain marker makers to profit at the expense oi"'

retail investors. Qur goal is to focus on profitable and.

L

i
tial in the institutional and retail segments of the options

sustainable growth, and we believe that the growth potens

market meets both of these criteria. : i

Institutional Growth k

The increased use of options by institutional participaméi
is an important contributing factor to the volume grothT;
for ISE and the total industry. The recent growth in thi.é:
area has been impressive, but we believe that the penetra;
tion of the institutional segment is still in the early stages,
We plan to play a leading role to ensure that chis segment

of the business reaches its full potential.

We now estimate that insticutions comprise approximarely:
50% of the trading volume in the equity options marketi:
This is in sharp contrast to the equities marker where
institutions comprise more than 80% of the toral volume;:;
We are rargeting institutional users through the introduc)
tion of new functionalities coupled with a dcdicatec;l
marketing and educarion effort to increase the overall
awareness of the benefits of using options to manage risl:::'

and enhance returns.
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| “Qur attractive pre-tax margins

arise not only from the leverage that is derived

; from our efficient operation, but also the cost-conscious

approach we use in managing our business.

In 2006,jwe introduced new functionalities, such as facil-
itation and solicitation of spreads, which have been
embraced| by institutional accounts and will help us grow
this aspect of the business. This strategy has been success-
ful as j)ur entire suite of institurional trading
FunctionJalities accaunted for approximately 20% of
our aver;jge daily trading volume in 2006 versus approxi-
mately lﬁ‘i% in the previous year. We expect to continue to
add to the breadth of instirutional funcrionalities chat we
offer. Our marketing, sales and education teams will
further broaden their respecrive efforts in this area and
will be instrumental in communicating the needs of our

institutional clients to our product development team.

Concurrent with our institudional focus, we will also
continue| to increase our efforts in expanding the retail
component of the business through education and
markerting initiatives. Retail customers remain a key and
growing segment of the overall equity options market.
We belicve that we will continue to benefit from the
anticipated growth in this area as investors further embrace

options |as an effective means to reduce risk and

Increase returns.
|

i
New Product and Technology !nnovation

We were, the first exchange to introduce a new expiration
cycle targeted toward our institutional customers and
launched a one-year pilot program on quarterly options
(Quarteilies) for five exchange-traded funds. This product
provides! institutional investors with a means to better

align opl"ions expirations with their trading practices.

1

»

Moreover, our recently launched Second Market provides
the industry with a distince platform that leverages our
world-class market makers and proven market structure to
create additional liquidity in options that have rypically
experienced lower trading volumes. At the end of 2006,
510 new options classes were listed on our Second Market.
The introduction of our Second Markert played a substan-
tial role in increasing the total number of options listed ar
ISE and ar year-end we listed 1,494 options classes and
traded approximarely 131,000 series between our primary
market and the Second Market. When the Second
Market is fully rolled our, we will list options that

represent approximately 99% of total industry volume.

In addition to the new products that we launched, we con-
tinued to expand and improve our technology. We
successfully implemented a new front-end trading applica-
tion called PrecISE Trade™ that we specifically designed
for broker-dealers. PrecISE™ supports the entry of all
of ISE’s order types. This includes combination orders,
which allow shares of stock and options contracts to be
entered as a single order. Use of the stock-option combi-
nation order type has increased more than twofold since

last year.

Expanding Premium Products

In 2006, tading volume of our Premium Products
increased over 100% ro an average daily volume of
287,000 contracts as we licensed new products and
continued ro develop our own proprietary products. Qur
Premium Products generate higher margins due ro the fee

structure associated with these products.
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“We empower our people to take calculated risks,

to challenge one another, to be proactive and to question industry

practices so that we remain a leader in our industry.

We take great pride in the accomplishments of our team.”

During the year, we licensed additional index producrs
including the FTSE 250%, FTSE 100® and the KBW Bank
Index. We also initiated trading of options on the iShares®
MSCI®* Japan Fund and the iShares® Dow Jones® U.S.
Real Estate Index Fund to expand our portfolio of ETFs,
We expanded our offering of proprietary products and
launched options on the ISE Water™ Index, [SE-CCM
Alternative Energy™ Index, ISE-CCM Nanotechnology™
Index, ISE-Revere Natural Gas™ Index, and developed the
ISE-Revere Wal-Mart Suppliers™ Index.

Our strategy in 2007 will be 1o continue o develop and
trade our own proprietary indexes and license other
indexes. We will also pursue all avenues in our efforts
to trade those indexes that are exclusively licensed to

other exchanges.

Information-Market Data

In 2006, we launched new Information-Marker Dara
initiatives to further monetize the vast amounts of darta
that we store as part of the normal course of our opera-
tions. During the year, we introduced our Historical
Options Tick Daa™ (ISE HOT Data™) offering and ISEE
Select™. These new products provide retail and instirutional
investors with an array of analytical tools to improve their
trading strasegies, thereby enabling them 1o trade smarter.
We plan to launch other products in the coming year as

we build our portfolio in this business.

Multiple Asset Classes
ISE Stock Exchange

Why now? The equities market today is radically different
from that of only a couple of years ago. There are new
regulatory changes, such as Regulation NMS, that will
transform the competitive landscape to a more equitable
and efficient trading environment. The trend toward
automarion and algorithmic trading plays to our
strengths. And we developed a product thar is differ-
entiated, adds value 1o the end user and offers us an

opportunity to generate 4 rerurn on our investment.

In partnership with our strategic investors, we launched
our first product offering, MidPoint Match™, on
September 8, 2006. The MidPoint March trading plat-
form has performed according to our expectations, and we
have reccived positive feedback from our members. As
of year-end, over 5,600 securities were traded on our
platform, and we believe that volume will continue
to grow as we sign up new users and the benefits of the

system are more widely understood by the marketplace.

The launch of our fully displayed stock market in the
fourth quarter was an imporeant building block for the
stock business. The interaction between MidPoint March
and the fully displayed market provides enhanced trading
funcrionality and the ability to maximize execurion quali-
ty through triple order exposure. First, displayed market
orders will have the opportunity to receive price improve-
ment from exposure to MidPoint March. Second, orders

will either be executed or displayed on ISE’s order book.
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Third, we will route orders to other market centers, if
necessary; to achieve the best price. Investors can uniquely
benefit fiom price protection and the opportunity for

price impirovement through our platform.

We are particularly proud of our expansion into the equi-
ties marker, but we must reiterate thar this is a marathon
and notja sprint. We have always taken a disciplined
approach| in building our business, and this will be no
exceptior. This measured approach was effective in build-
ing our oations business, and we believe it will be similarky

I. - .. .
successful in building our equities business.
Alternatim: Markets

We launched our Alternative Markets business with the
acquisitign of the intellectual property and related assets of
Longitude, Inc., including an innovative derivartives
parimutuel rechnology platform. Longitude’s proprietary

platform | facilitates auctions for event contracts, such as

economictand energy derivatives, which are traded by our

clients today.

We are elxploring other alternative products that would
leverage the Longirude platform. In doing so, we plan o
launch innovative tading instruments for investors as
there is demonstrated demand for event-driven financial
instruments which currently do not exist in the

financial Inarkets.

International ‘

In 2006, we made further progress in our international
efforts and are encouraged by the interest that we continue
to receive from potential partniers. Our strategy is to estab-
lish an international presence by joining forces with
established participants, and we continue to pursue two

possible paths to do so.

First, we are exploring exchange-to-exchange links with
international partners who have a trading infrastructure in
place. This strategy will minimize our capital investment
and leverage the tading platform and the relationships

that our partners have established.

Second, we are pursuing joint venture relationships where
we would lend our expertise and experience in building a
trading platform and business. In doing so, we would

expect to acquire an equity interest in the new business.

In both cases, we will not plant the ISE flag alone in a for-
eign territory and assume that investors will automatically
embrace and utilize our trading platform. This strategy has
not proven to be effective by others who previously have

gone down this path.

Leveling the Playing Field

Since we were founded on the belief that comperition
among exchanges improves marker efficiency and ulri-
mately benefits investors, we have always taken measures
to promote the development of an options marker that is
both fair and accessible. Building upon the success that we
achieved after the United States Courr of Appeals upheld

our victory in challenging the licensing agreements for
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“Our overriding goal in everything that we do is to
build stockholder value. In 2006, we further strengthened
our business, posted record financial results and made solid strides

in implementing our new initiatives.”

options on DIAMONDS® and SPDRs® ETFs, we chal-
lenged the exclusive index licensing agreements thar exist
in our industry. In November 2006, we filed a complaint
in the United States District Court for the Southern
District of New York seeking a declaratory judgment to
end the exclusive licensing agreements for options on the
58P 500® and Dow Jones Industrial Average™ indexes.

In our quest to promote fair and open competition in the
index options marker, we hope to usher in the same bene-
fits thar accompanied our entrance into the equity options
market, namely tighter spreads, deeper liquidity and accel-

erated growth across all products.

We can poinc to the positive impact that multiple listing
has had on the industry with the increased trading
activity in DIAMONDS and SPDRs options. Average
daily trading volume in options on DIAMONDS has
increased from approximately 33,000 contracts per day in
the year prior to multiple listing to 69,000 contracts per
day during the peried that they have been freely traded by
all of the exchanges. In 2006, industry average daily
volume in options on SPDRs was nearly 259,000
coneracts and was the third largest equity options product

at ISE.

Cur Greatest Assets — Qur People, Our Members, Our
Partners, Our Board of Directors

We have built a great team at ISE. We are proud of the cul-
ture that we have created; it is one in which people share

a common vision and work tirelessly to ensure our success.

Our senior management team encourages everyone to
think and act as owners. We empower our people to take
calculated risks, to challenge one another, 1o be proactive
and 1o question industry practices so that we remain a
leader in our industry. We take great pride in the accom-

plishments of our team.

We want to publicly recognize the commitment, the hard
work and the contribudons of all of our employees.
Through their efforts, we had many impressive accom-
plishments last year. There is much work to be done and
there will be new challenges and new opportunities, but
we are fortunate to have the best ralent in the industry to

ensure our continued growth.

We also want to acknowledge our members, who are our
partners, for the integral role that they play in the success
of our business. They represent many of the premier play-
ers in the financial services industry, and their vast
experience and success have proven to be invaluable assets
for our firm. They are key members of our team, and we
look forward to building upon what has aiready proven to

be a successful and profitable working relationship.

We would also like to give special thanks to our outstand-
ing Board of Directors whose advice, guidance and
confidence in our management team has been instrumental
o our growth and accomplishments. In particular, we
want to express out personal gratitude to Ivers Riley who
has led our company and has been a driving force in build-
ing an organization that is recognized as an industry leader
in the options markerplace. We are fortunate that he will
continue to play an important role in helping us to further

grow our organization.

I
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We also Iwant to acknowledge the contributions of Bill
Porter, a jounder of our company, our first Chairman and
an EAMidirecror of ISE since 2000, who will not be up

for re-eleition this year due to term limits. Bill's vision and

dedication in building ISE to a leadership position in the
options industry have been a driving force behind the

growth aad success that we have experienced to dare.

In addition, Mark Kritzman and James Harkness also will
naot be el'gible for re-election to the Board in 2007 due 1o
term lim'ts. Mark and Jim made important contributions
to our Board during their tenures, and we want to thank

them forjtheir dedicared service.

Our Stockholders

Qur ove 'riding goal in everything that we do is to build

stockholiler value. In 2006, we further strengthened our
business,| posted record financial results and made solid

strides irj implementing our new initiatives. We remain

commin:led to building new businesses and expanding into
new mah'kets so we can continue o deliver exceptional
results. \Ve have the right strategy and the right people in

place to iccomplish chis goal.

On behalf of all of the management and staff, we thank
you for the support you have given us as we have built
your company into a leader in the financial services indus-
try. We are enthusiastic about the opportunities and
challenges that lie ahead as we expand into new businesses
and markets. With your continued support and trust, we
are confident that we will meet the objectives that we have

set forth for 2007 and for the future.

David Krell
Prestdent & Chief
Executtve Officer

Gary Katz
Chief Operating Officer
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OJ 2006 Timeline

@ Options Exchange @ Stock Exchange @ Alternative Markers  Q Information-Marker Dara @ Corporate

Launched ISE-CCM Reached record daily Announced the Traded 1.5 billionth Affirmed ability to
Alternarive Energy trading volume of formation of the ISE options contract trade options on
[ndex (PO and 4,580,678 equity Stock Exchangc with ETFs without 2
ISE-CCM and index options strategic partners license by U.S.
Nanotechnology contracts Court of Appeals
[ndex (TNY)
? é ? | @ l
; '
Launched ISE Water Listed options ot Entered the Listed options on Listed options on Launched quarcerly
Index (HHO) iShares MSCI Japan Alternative Markets FTSE 100 (UKX) FTSE 250 (FTZ) options {Quarterlies)
Fund (EW]} and business with the through a unique through a “Mini” pilot
iShares Dow Jones acquisition of the “Mini” contract contract structure
ULS. Real Estace Index intellectual property structure
Fund {IYR) and related assets of
Longitude, Inc.

i R, U

i
Technology is a cornerstone of our business.

Customer Service is a priority. . .«

1
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Roiled out new, Launched ISE Listed aptions Opened trading in Pursued greater Launched
front-end trading Stock Exchange on KBW Bank ISE's Second Market competition in index ISE-Revere
application, with rollout of its Index (BKX) for aptions options trading by Wal-Mart
PreclSE Trade first product, filing a court action Supplier

MidPoint March seeking to end Index
exclusive licensing (WMX)
practices
: Sept @ Dec
8 3

Adopted new holding Launched Historical Launched [SE-Revere Launched ISEE Select, Integrated MidPoint

clumpnny structure Oprtions Tick Data Natural Gas Index an enhanced senti- Match with 2 fully

dnd formed new (ISE HOT Data) {FUM) ment data tool displayed stock

llmn:m company, market to create

l;mcrnatinnﬂi 2 unique dual

Securicies Exchange trading platform

Heldings, Inc.

[ .\ e __- &5
Our Market Operations team monitors
market activity. .

|
We prll!wide a highly scalable, low latency
operat!ing environment.
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“We are proud to report that 2006 was a year of

record financial achievement
for ISE and a year that marked our transformation to
a holding company that operates innovative
securities markets.”




ANNUAL REPORT 2006

Internatiq nal Securities
Exchange| Holdings, Inc.

Frank J. Jcnes, Ph.D.
Chairman !'Jf:be Board
Professor, San Jose Stare University

John E. M;rshall Ph.D.

Viee Cbammm of the Board
Senior Pnrmpal Marshall, Tucker
& Assocnati.s. LLC

David Krell
President and Chief Executive Officer

Barbara B! Diamond
Rerired

Mark P. Kjitzman
Managing|Partner,
Windham|Capital Management

Sarah A. Miller

Director a |1d Chief Regulatory Officer,
American Bankers Association,

and General Counsel,

ABA Secujities Association

Carleton [;ay Pearl
Financial Industry Consultant

Finance apd Audit Committee®
John E Ma Ishall, Ph.D., Chairperson
Barbara B. [Diamond

Mark P. Kritzman

Catleton Dlliy Pearl

Compensztion Committee™
Barbara B. lDmmcmd Chairperson
John E Ma:shall Ph.D.

Sarah A. M]ller

Richard Sclimalensee, Ph.D.

Richard Schmalensee, Ph.D.

Dean, MIT Sloan School of Management

Ivers W. Riley
Retired

International Securities
Exchange, LLC

Frank J. Jones, Ph.D.
Chairman of the Board

Professor, San Jose State University

John F. Marshall, Ph.D.

Vice Chairman of the Board
Senior Principal, Marshall, Tucker
& Associates, LLC

David Krell
President and Chief Executive Officer

Peter Bottini

Executive Vice President of
Trading/Customer Service,
optionsXpress, Inc.

Edward Boyle
Vice President and Director, Corporate
Development, TD Opuions LLC

Barbara B. Diamond
Retired

BOARD COMMITTEES

Corporate Governance Committee®™
Frank J. Jones, Ph.D., Co-Chairperson
Sarah A. Miller, Co-Chairperson
Barbara B. Diamond

Mark P. Krizman

John E Marshall, Ph.D.

Carleton Day Pearl

bvers W, Riley

Richard Schmalensee, Ph.D.

Executive Committee™
David Krell, Chairperson
Frank ]J. Jones, Ph.D).
John E. Marshall, Ph.D.

Committee for Review™
Mark P. Kritzman, Chairperson
James V. Harkness

Jason Lehman

John F. Marshall, Ph.D.

Sarah A. Miller

13

Sean Flynn
Trader, Timber Hill, LLC

James V. Harkness
Chief Operating Officer and Principal,
Wolverine Trading, LLC

Mark P. Kritzman
Managing Parmer, Windham
Capital Management

Jason Lehman
Head of Global Volariliry Arbitrage,
Citadel Investment Group, LLC

Sarah A. Miller

Director and Chief Regulatory Officer,
American Bankers Association,

and General Counsel,

ABA Securities Association

Carleton Day Pearl
Financial Industry Consultant

William A. Porter
Managing Member, Casey Securities, LLC

Richard Schmalensee, Ph.D.
Dean, MIT Sloan School of Management

Ivers W. Riley
Retired

" This committee also serves as the Finance
and Audit Committee of International
Securities Exchange, LLC.

 This committes also serves as the
Compensation Committee of International
Securities Exchange, LLC.

¥ This committee also serves as the
Corporate Governance Committee of
International Securities Exchange, LLC.

“ This committee also serves as the
Executive Committee of International
Securities Exchange, LLC with the additicn
of James V. Harkness and William A. Porter.

5 This serves as a committee of International
Securities Exchange, LLC only.




\
INTERNATIONAL SECURITIES EXCHANGE

Corporate Management —
International Securities Exchange Haldings, Inc.

David Krell, President and Chief Executive Officer

Gary Katz, Chief Operating Officer

Bruce Gooperman, Treasurer and Chief Financial Officer
Michael J. Simon, Secretary |

Amit Muni, Principal Accounting Officer

Operating Management -
International Securities Exchange, LLC

David Krell, President and Chief Executive Officer
Gary Katz, Chief Operating Officer
Thomas Ascher, Chief Strategy Officer

Andrew F. Brenner, Managing Direcror,
ISE Stock Exchange

Bruce Cooperman, Chief Financial Officer
Daniel P. Friel, Chief Information Officer
Bruce Goldberg, Chief Marketing Officer

Michae! ). Simon, General Counsel, Secretary
and Chief Regulatory Officer

Thomas Bendixen, Corporate Initiatives Officer
Lawrence P. Camphell, Chief Technology Officer

Rabert J. Gornish, Technology Infrastructure and
Development Officer

Joseph W. Ferraro lil, Assoctate General Counsel and
Legal Officer

Thomas Gibbons, Investor Relations Officer

Kimberly Hicks, Administrative Officer

Alex Jacobson, Education Officer

Michael Knesevitch, Business Director,
Alrernarive Markers

Jerome Mangano, Technology Operations and
Support Officer

Gregory J. Maynard, System and Product Strategy Officer |

Amit Muni, Principal Accounting Officer

4

Richard T. Pombonyo, Member Relations Officer

James 0. Sampson Ill, Trading and Market
Operations Officer

Katherine Simmons, Deputy General Counsel, Legal
Officer and Assistant Secretary ki

_



ANNUAL REPORT 2006

&)

RMATION

o

Executiva| Offices

lmernatiol nal Securities Exchange Holdings, Inc.
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212-943-1400, wunw. iseaptions.com

Common {Stock

The comtpon stock of the International Securities
ExchangejHoldings, Inc. is listed on the New York
Stock Exc llange under the ticker symbol “ISE.”

Investar nqumes

General ifjformacion about che Company and copies of
the Annuil Report on Form 10-K and other filings with
the U.S. Securities and Exchange Commission can be
obtained online at: www iseoptions.comlinvestorrelations,

by email ;[ investorrefarions@iseoptions.com, or by
C:xlling: B(0-518-1547.

Transfer |\gent and Registrar
For inforllnarion about address changes, lost certificates,
stock owr ership and other inquirtes, contact:

Information @ntined in this Annual Report may be subject to detailed Exchange
rules that are {bject to change. Mo statement in this Annual Report should be con-
strued as a redymmendation to buy or sell a security or to provide investment advice.
Options involfe risk and are not suitable for all investors. Prior 1o buying or selling
an optiof, 4 pHson must receive 1 copy of Characteristies and Risks of Standardized
Options. A cqpy of this document is available from your broker or ISE, The docu-
ment discussejfexchange-traded options issued by The Optiens Clearing Corporation
and is intende for education purposes.

Cettain matu IS discussed in this publication arc “forward looking statements” intend-
«l quaflry or the safe harbor from liability established by the Private Securities
Litigation Rci:rm Act of 1995, These staements relate 10 Fisrure events or our furure
financtal pcrﬁu‘rnance, 2nd involve known and unknown risks, uncertzinties and
other factors [that may <ause our acual results, levels of activity, performance or
achicvemnents!{te be materially differenc from those conremnplated by the forward
looking staterients, We underake ne ongoing ebligation, ather than that imposed
by law, o upd 1te these stacements. Factors that could affect our results, kevels of activ-
ity performzn te or achievements 2nd cause them to mzxemlly differ from those con-
tained in the]forward looking statements can be found in our flings with the
Securities and:Exchange Commission, including our Annual Report on Form 10-K,
Current Repojts on Form 8-K and Quarterly Reports on Form 10, as amended.

We own or lerve licensed rights to the pmduct names, trade names and trademarks
that we use ir| conjuncrion with our services, We have registered many of our most
important u-alcmzrks in the (7.5, and in foreign countries. These include the ISE
globe loge dengn International Securities Exchange®, ISE®, ISE Stock Exchange™,
Longitude®, Prec[‘?E Trade*, ISEE Select™, Historical Opeions Tick Dawa™, ISE HOT
Darg™, MldP'nm March™, MPM™, 15K Water™, 1SE-CCM Al:cmat:vc Energy™,

ISE-CCM Ntmotcchnology"‘ ISE-Revere Natural Gas™ and 1SE-Revere Wal-Mare
Suppliers™, wnch are our U.S. trademarks. The ISE-CCM Alernative Energy Index
and the ISECCM Nanotechnology were jointly developed by ISE and Cronus
Capial Mzrk 1, Inc., or CCM. CCM, an independent and privarely owned capital
market feseanh and consulting firm, provides specific rescatch and support for the
indexes. ThJ[ISE Revere Nawral Gas Index and the ISE-Revere Wal-Mart Suppliers
Index were ;‘nm:ly developed with Revere Dara, LLC, a provider of independent
rescarch daralnd investment analytics, Registration applications for some of these

Lo

Computershare Trust Company, Inc.

Phone; 800-962-4284 { Fax: 303-262-0700
Sereet Address:

350 Indiana Street, Suite 800, Golden, CO 80401
Mailing Address:

Post Office Box 1596, Denver, CO 80201

Independent Auditors

Ernst & Young LLP

5 Times Square, New York, NY 10036
Phone: 212-773-3000

Annual Meeting of Stackholders

The Annual Meeting of Stockholders will be held at
10:00 a.m., local time, on Tuesday, May 8, 2007, at
The Down Town Association, 60 Pine Street, New
York, NY 10005.

Certifications

The certification by our Chief Executive Officer and
Chief Financial Officer required by the Sarbanes-Oxley
Act of 2002 are filed as exhibits to the 2006 Annual
Report on Farm 10-K. Qur Chief Executive Officer’s
most recent certification to the New York Stock

Exchange was submicred in April 2006.

marks arc pending in the U.5. and in foreign countrics, In addition, we own 4 num-
ber of registered LS, crademarks or service marks which are used in our eperations.

“Standard & Poor's®,” S&P?, “Standard & Poor’s Depositary Receipts®,” and
“SPDR** are trademarks of The McGraw-Hill Companies, Inc. or McGraw-Hill, and
have been licensed for use by PR Services LLC and the Ametican Stock Exchange
LLC, or AMEX; in connection with the listing and trading of SPDRs on the AMEX.
SPDR is not sponsored, soid or endorsed by Standard 8 Poor’s, or S&H a division
of McGraw-Hill, and $&P makes no representation regarding the advisability of
investing in SPDR. McGraw-Hill and 5&T have not licensed or authorized 1SE to (3}
engage in the creation, listing, provision of 2 market for trading, marketing, and pro-
motion of opitons on STDR or (i) to use and refer to any of their erademarks or serv-
ice marks in connection with the listing, provision of a market for trading, market-
ing, and promotion of options on SPDR or with making disclosures concerning
options on SPDR under any applicable federal or statc kaws, rubes or segulations,
McGraw-Hill and S&P de not sponsar, endorse, or promote such activity by 1SE and
are not affiliated in any manner with ISE.

DIAMONDS® is a registered trademark of Dow Jones & Company, Inc., or Dow
Jones, for sccurities issued by the Diamonds® Trust, Series 1 and has been licensed for
use for cerain purposes by Dow Jones to PDR Services Corperation, or PDR, and
the American Stock Exchange LLC, or AMEX pursuant ro a license agreement with
Drow Jones, DIAMONDS and options which have DIAMONDS as their sole under-
lying interest, or “DIAMONDS Options™, are not sponsored, endorsed, sold or pro-
moted by Dow Jones. Dow Jones, PDR, and AMEX have not licensed or authorized
ISE to (i) engage in the creation, listing, provision of a markes for trading, marketing,
and promotion of DIAMONDS Options ot {ii) to use and refer 1o the DIAMONDS
tradernark in conncetion with the listing, provision of 2 market for trading, markes-
ing, and promotion of DIAMONDS Options or with making disclosures concerning
DIAMONIS Oprions under any applicable federal or state laws, rules or regulations,
and do not sponsor, endorse, or promote such activiry by 1SE. We are not affiliated in
any manner with Dow Jones, PDR or AMEX.

All other trade names, service matks, wademarks and regiscered trademasks that ace
not proprietary o us are the property of their respective owners.

Copyright @ 2007, International Securities Exchange Holdings, Inc. All sights reserved,
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L - UNITED STATES o

o SE.CURITIES AND EXCHANGE COMMISSION
L : Washington, D.C, 20549 :

FORM 10-K

'I

(Mark One)
. ' ANNUAL REP‘DRT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES
'EXCHANGE ACT OF 1934 . »

. For the fiscal year ended December 31, 2006 3 1

or

D TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECU[RITIES
. EXCHANGE A.CT OF 1934 . |
)

For the transition: perlod from to
K ' Commission file number 001-32435 , ;

Inter natlonal Securities Exchan cEmHoldmgs, Inc.

(Exactnameofregisu'antasspedﬂedinlm

T | Delaware ’ - 20—52197 10
. ‘State or other jurisdiction of . T . (LR.S. Employer .
' inoorp oration or orgenization ) Identification No.) I
60 Broad Street, New York, New York ' 10004 E
¥

{Address of principal executive offices) - (Zip Code)

Regi.';trant’s télephone number, including area code (212) 943-2400 1
Securities registered pursuant to Section 12(b) of the Act:

S Title of each class -~ _ Namcofurhexchnngeonwhk:hmgmered ‘
Class A Comunon Stock ($0.01 par value) - '  New York Stock Exchange
: ’ Securities reglstered pursuant to Section 12(g) of the Act:
,‘ : None. .
* (Title of class) r ¥

- Indicate by check mark if the registrant is a well-known seasoned issuer, as defined in Rule 405 of the Sec_':urities
Act. X} Yes [] No . . i T

" Indicate by check mark if the regisl:rant is not required to file reports pursuant to Section 13 or Section'] S_(d) of the
Act. [ Yes [X] No/ -

. Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the
Secunnes Exchange AcI of 1934 during the preceding 12 months (or for such shorter penod that the registrant was required to file
such reports), and (2) has been subject to such filing requirements for the past 90 days. (4 Yes -[] No |

Indicate by check raark if disclosure of delinquent filers pursuant to Item 405 of Regulation S-K (§229.405 of this chapter) is
not contained herein, and will not be contained, to the best of registrant’s knowledge, in definitive proxy or mformauon statements
mcorporated by reference in Part II of this Form 10-K or any amendment to this Form 10-K. [] !

. Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, or a non-acce_lerated filer. See
deﬁmtlon of “acceleramd filer and large accelerated filer” in Rule 12b-2 of the Exchange Act. (Check one}:

Large accelerated filer X . Accelerated filer [] Non—accelerated ﬁlcr O

Indicate by check nllark whether the registrant is a shell company (as defined in Rule 12b-2 of the Act). [:] Yes {X No

i The aggregate market value of the Registrant’s voting comimon stock held by non-affiliates of the reglstrant, based on the
closing price on the Ne\lv York Stock Exchange on June 30, 2006, was approximately $1.33 billion. For the purposes of this
calculation, the Registrint has assumed that its directors and executive officers are affiliates. - .

As of February 23 I 2007, 38,816,156 shares of voting common stock were outstanding. "

1 DOCUMENTS INCORPORATED BY REFERENCE ?

+ Portions of the Re;psuant 5 proxy statement for the Aunual Meeting of Stockholders to be held May 8, 2007 (the “Proxy

Statcment") are incorpcrrated by reference into Part III. ; .
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ABOUT THIS FORM 10-K

This Annu:al Report on Form 10-K includes market share and industry data that we obtamed from mdustry
publications and surveys, reports of governmental agencies, and internal Company surveys. Industry pubhcatmns
_and surveys genleral]y state that the information contained therein has been obtained from sources believed to be
reliable, but there can be no assurances as to the accuracy or completeness of included information. We have not
- independently \enﬁed any of the data from third- party sources nor have we ascertained the underlying economic
assumptions rel |ed upon therein. Statements as to our market posmon are based on avallable market data that

speaks of the dzte indicated. ‘ ) & . _{ _

CERTAIN TERMS

: ; 1
f['hrou'ghotllt this document, unless otherwise specified or if the context otherwise requireS' -

.. * “ISE Holdings,” the “Company,” “we,” “us” and “o  refer to International Securities Exchange '
T Holdmgs Inc., 2 Delaware corporation, and its subsidiaries, which, following the completmn of our
reorg, nuzatlon in September 2006, includes ISE, ISE Stock Exchange, Longltude and ETC:

f
* “ISE’|and our “exchange refers to (i) prior tothe completion of our reorganization, International
Secunhes Exchange, Inc., a Delaware corporation, and (ii) after the completion of our reorganization, .
Intematlonal Securities Exchange, LLC, a Delaware limited liability company and wholly-olwned

Subsrldlary, . ‘L

« “ISE Stock Exchange” refers to ISE Stock Exchange LLC,a Delaware limited liability company and
majo) 1ty-owned Subsidiary;

» ‘“Lon gltude" refers to Longitude L1.C, a Delaware hrmted llabtllty company and who]ly-owned
Subsxldm-y, and - ‘f !

» “ETC” refersto ETC Acqulsrtlon Corp a Delaware corporanon and wholly-owned Subsrdlary

B B FORWARD-‘LOOKING STATEMENTS A J[

N ' . Lo v Y

This Anmllal Report on Form 10-K includes “forward-lookmg statements.” These statements relate to future
events or our future financial performance, and involve known and unknown risks, uncertaintiés and other factors
that may cause our actual résults, levels of activity, performance or achievements to be materially drfferent from
any future resuits, levels of activity, performance or achievements, expressed or implied, by these forward—
looking statem"nts In some cases, you can identify forward-looking statements by terminology such’'as “may,”
“will,” “should,” “expects,” “intends,” “plans,” “anticipates,” “believes,” “estimates,” “predicts,” *'projects,”
“potential,” “ml] likely continue,” “will likely result” or the negative of these terms or other comparable
terminology. These statements are only predictions. Actual events or results may differ materially, and we

undertake no ongomg obligation, other than that 1mposed by law, to update these statements. ‘u

Although we believe that the expectanons reflected in the forward-looking statements are reasonable we

* cannot guarantee future results, levels of activity, performance or achievements. You are urged to carefully
consider these factors and to review this Annual Report on Form 10-K in its entirety, including but not limited to
our financial st atements and the notes thereto and the “Risk Factors” described in Part I—Item 1A. “Rlsk

" Factors.” All ﬁ)rwarﬂ-loohng statements attributable to us are expressly qualified in their entirety by,the

. foregoing cautionary statements. Forward-looking statements include, without limitation, statements |<:oncermng

+ our offering of new products; - ' : |
+ our ¢ontinuing to offer competitive pricing;

. changes in our market share;

* our 1uture results of operations and financial condmons

¢ our business strategies;

» - marlet and general economic conditions;




* our protection or enforcement of intellectual property rights;

* ‘our ability to keep up with rapid technological change;

» our plans, goals, intentions, expectations and beliefs concerning diversification and growth of our -
- revenues through expansion of our business and pursuit of strategic alliances and acquisitions to
enhance our business, as set forth in Part I—Item 1. “Business—Our. Growth Strategy" and related '
summaries; .

» changes in the laws and regulations governing our business and operations or permissible activities;
and .

» changes in availability of capital.

Forward-looking statements involve risks and uncertainties, including, but not limited to, economic,
competitive, governmental and technological factors outside of our control, that may cause actual results to differ
materially from the forward-looking statements. These risks and uncertainties may inclide those discussed under
“Risk Factors” described in Part —Item 1A. “Risk Factors.” We operate in a changing environment in which
new risk factors can emerge from time to time. It is not possible for management to predict all possible risks, nor
can it assess the extent to which any factor, or a combination of factors, may cause actual results to differ
materially from those contained in forward-looking statements. Given these risks and uncertainties, you are
cautioned not to place undue reliance on forward-looking staternents. : '

OUR WEBSITE AND AVAILABILITY OF SEC FILINGS

We maintain a website at www.iseoptions.com. Our Annual Report on Form 10-K, Quarterly Reports on

Form 10-Q, Proxy Statements, Section 16 filings, and Current Reports on Form 8-K are available free of charge

' through our website as soon as reasonably practicable after such reports are filed with or furnished to the
Securities and Exchange Commission, or SEC, electronically. Our Certificate of Incorporation, Bylaws,
Corporate Governance Principles, Code of Business Conduct and Ethics, Code of Ethics for the Senior Financial
Officers, the charters for our Finance and Audit Committee, Compensation Committee and Corporate
Governance Comumittee, and instructions for contracting our Board of Directors, can also be found on our
website. All of these documents are available in print to any stockholder who requests them. Our website and the
information contained on it and connected to it shall not be deemed mcorporated by, reference into this Annual
Report on Form 10-K.




"Item1. Business. . e

L. . T . '],‘ O

" Overview ‘ . : L . . .|; :

LR

We are a loldlng company that through our, suhsrdlanes operates and regulates a regrstered natlonal

securities exch.mge ‘We operate the: largest U.S. equity options exchange and are among the leading optlons ey
. exchanges in the world. We operate an innovative securities market, founded on the principle that technology and

, | .
. competition create better, more efficient markets for investors. We developed a unique market structure for

* exchange. Our exchange cu.n‘ently provides a trading platform in listed equity and index' options and related

advanced screeh-based trading systems.and in May 2000 lainched the first fully-electronic U. S. optlons wore

AR

services that is desrgned to 1mprove the market for optlons and the speed and quahty of trade execuuon for our .
t Y “ 1I A

exchange members : _
A M i : .o ‘ ‘ o o 341' T, ke

Our reven!ues are derived pnmanly from transaction fees generated from trades executed on our exchange. + -
During 2006, cur customers traded an average 2.4 million options contracts per day on our exchange, which
represented 29'2% of the total market volume of options traded on all U:S. options exchanges We ge,nerated

$202.1 nnlhonhn total revenues in 2006 and net income of $53. 2 million. . { . o
P e e 0w £ LR o)
I-IrstoryofOurBusmossandSrgmﬁcantMﬂwtones LT e T 5 r';:A )
1} * w .

We were founded in 1997 when erham A Porter, Lhen-chalrman of E*TRADE .and his colleagues RO
engaged David Krell, our Presrdent and Chief Executive Officer, and Gary Katz, our Chief Operanng Officer, -
then former ex:ecutwes of the Opttons and Index Products division of the New York Stock Exchange or NYSE,
optlons divisicn, to develop a new U.S. options exchange to lower costs. We were funded by a consortium of
broker-dealers which provided development capital to assemble the technology, technical and market expemse ’
for the creation of a new options.¢xchange as well as to create order flow for the new exchange. « *lj oot

We werelorgamzed in 1997 and launched operations in May 2000 becormng the first regrstered exchange
approved by the SEC since 1973. We have grown rapidly since our inception. Within three months of our ‘launch,
we had traded|more than one million equity options contracts. By the end of our first year, we had n'aded
‘25 million coritracts. By the end of our second year, we traded over 65 million contracts, and became the third-.
largest U.S. opttons exchange as measured by the total number of equrty options contracts traded. By the end of
our third year| we achieved our goal of llstmg equity options representmg %0% of average daily tradmg volume
in the U.S. options industry. In 2003, we also implemented the technologlcal and regulatory foundatlon to trade

" index options #whrch allowed us to expand our product base. On May 24, 2005, we traded our orie blllronth

contract, closr to five years since our launch: In 2005, in order to bring more competition and to end to the i
practice of ex*luswely listing options, we listed options on SPDRs, an ETF, or exchange traded fund and- -
DIAMONDS! another ETF, without a license, which was subsequently upheld by. the U.S. Court of 'Appeals for
the Second C: rcult or the Court of Appeals. In order to expand our product offering, in March 2006 we acquired |
the 1nte11ectu.tl property and other related assets of Longitude, Inc., the developer of a proprietary and patented
technology t.hat uses pan-mutuel pnncrples to run derivatives auctions that aggregate hqurdlty and produce fair
and efficient market—dnven prices. Lastly, in September 2006, we entered the equmes market t.hrough the lauuch

of ISE Stock Exchange in partmership with key strategic ‘investors. ' ) I*l o

Even as the options industry has evolved in résponse t6 our model we have established oursel\:es asa-
market of unprecedented liquidity in the exchange-traded optlons industry, which is characterized' by constant
and competmve pnce quotes of consrderable size. . ,,:

P - T e S Y
. L e 1" o e I"‘QI
Slgmﬁcant (,orporate Events ' . s .

We wer: originally orgamzed in 1997 as ISE LLC a limited habrhty company under the laws |of the state of
New York. Iu April 2002, we completed a demutualization and converted from a limited liability company to a-
corporation,. [nternatlonal Secuirities Exchiange, Inc., or ISE, Inc. In the demutualization, we converted ourr -’
limited habrllty company membershrp interests, which representéd both equity interests and t:radmg nghts into

-
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separate equity interests and trading rights. This allowed our limited liability company members to convert their
original interests into shares of common stock that could be traded separately from exchange trading privileges.
This conversion resulted in the creation of shares of Class A common stock, which represented equity and voting
rights. We also created three series of Class B common stock. Class B common stock conveyed trading rights on
our exchange and limited voting rights, but did not convey any equity interests.

On March 14, 2005, we completed our initial public offering, in which we sold 4,602,115 shares of our -
‘common stock and certain of our stockholders sold 6,954,590 shares of our common stock at $18.00 per share.
The proceeds to us, less commissions and other direct selling expenses, were $70.7 million.

' On December 13, 2005, we completed a secondary offering for selling stockholders, in which our
stockholders sold 8,000,000 shares of our common stock at $30.00 per share. We did not receive any proceeds
from the sale of common stock from this offering.

In September 2006, we cornpleted our reorganization into a holding company structure. In this regard, the
shares of common stock of ISE, Inc. were converted into shares of common stock of International Securities
Exchange Holdings, Inc. and shares of ISE, Inc. Class B common stock were converted into contractual trading
and voting rights granted under International Securities Exchange, LLC, which we collectively refer to as our
“exchange memberships.” As a result, Intemational Securities Exchange Holdings, Inc. became the parent
company of International Securities Exchange, LLC (the successor—m—mterest to'ISE, Inc. ) ISE Stock Exchange,
Longltude and ETC.

Our Oﬁﬁons Exchange‘ '
‘Our options exchange is comprised of our “Primary Market” and our “Second Market.”

PM Market . 7 .
Our Primary Market generates the majority of our revenues and is comprised of equity options that represent.
approximately 97% of total industry volume or approximately 1,000 listed equity options.

Bin Structure

Our listed options are divided into groups, known as bins. New options series are assigned to their
respective bins by an allocation committee which consists of individuals who are employees of EAMs and
appointed to the committee by our CEO.

Exchange Members
We have three classifications of exchange memﬁerships—Primary Market Makers, or PMMs, Competitive

Market Makers, or CMMs, and Electronic Access Members, or EAMs—all of which must be SEC-registered
broker-dealers and otherwise qualify in accordance with our trading rules.

Most PMMs and CMMs are large, global'ﬁnancial institutions with significant capital bases and substantial
trading experience.

PMMs are market makers with significant responsibilities, including oversight of the opening of trading in
their assigned bins and continuous quoting in 100% of their assigned bins. Each bin has one PMM and contains
the options for which the PMM is responsible. In order to become a PMM, a member must purchase or lease a
trading right. :

- CMMs are market makers who quote independently and add depth and liquidity to the market. Each CMM
is required to provide continuous quotations in at least the lesser of 60% of the options in their assigned bin or 60
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options classes There may be up to 16 CMMs appointed to each of the 10 bins on the exchange. Slm1lar to the
PMM requu'ement, a CMM must purchase or lease a trading right in order to become a CMM :

PMMs an:l CMM s receive several benefits to reward them for ensuring liquidity in their designated bms
First, PMMs aud CMM:s have the right to submit quotes for both the bid and ask prices of a given option series,
known as “twol-mded quotes,” and have the capability through our powerful quotation system of updating
multiple quote; in a single message transmission. PMMs and CMMs are not subject to any contractual or rule-
based limits on trading within their specified bins. In addition, the PMM and CMMs for a specified bm also have
limited rights to trade options assigned to other bins. Becduse of the especially important role that they play in
their demgnatej bins, PMMs receive’ enhanced allocatmn nghts over the other market partwlpants quotmg at the

: ‘samepnce | - _ : .

EAM:s ar¢ regtstered broker—dealers who may place orders for thelr own accounts and the acccmnts of

" institutional an'd retail investors, but may not submit quotations or otherwise make markets on our exchange
EAMSs are penimtted to trade in any bin and generate significant order flow. EAMs pay only an access fee and
unlike PMMs iind CMMs are not requn'ed to purchase trading nghts '

" Second Market : : ' ' S i[

Our Second Market, wluch we launched in October 2006 nearly doubles the total number of eqmty opttons
classes we list. |Together with our Primary Market, members have'access to equity options that represent

. approximately (99% of industry volume. OQur Second Market offers separate quoting rules and access sta.ndards

from our Primiiry Market. ‘An open access structure allows greater flexibility for competitive market makmg in
that market mz;kers in our Primary Market are eligible to make markets in our Second Market by paying a
monthly access; fee. New market makers are eligible to make markets in our Second Market without purchasing
trading rights, but rather by paying a monthly access fee, as well as a surcharge on the transactions they execute
in our Second Market In addition, we charge a transaction fee for non-broker-dealer customer orders and do not
maintain a paylment-for—order-ﬂow program. Options classes traded in our Second Market comply w1th exlstmg
listing reqmrements and t:rade under the anary Market’s l:radmg rules. L

In addltlon we have a dlfferent market structure for ISE Stock Exchange. See “—Qur Growth Sn'ategy—
Developing NI‘W Products and Dlverslfymg Product Base—Néw. Asset Classes" w1thm this Item. ‘

.

+
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Order Flow and Ownershtp of Membershlps

Market w akers on all exchanges must trade in order to profit. Because they can quote at both the bid and ask
prices sunultaneously. market makers are also able to buy and sell simultanecusly, profiting from the spread
between the b:d and ask prices. Whilé market makers, with their obligations to quote, provide a market for other
traders, they a'e in business to profit for themselves. In order to do so, they must trade often and in sngmﬁcant
volume. Thus, market makers depend on order flow to trade, profit and generally conduct their business. Order
flow is essennal to the business of market making, and market makers generally seek to trade on exchanges
where order fl! ow is greatest. The market maker exchange structure is based on the principle that market makers -
can be enhstecl to provide markets in their options listings in return for the opportunity to profit from the bid/ask -
spread. Thus, the profit opportunity for the market maker arises from its trades against order flow rather than in

its'role in providing markets across several listings. Market makers coutd theoretically produce better profits if
they were able| to abaridon their low volume listings for listings with robust order flow. Our exchange rules are -
intended to pri:vent this by allocating a mixture of high volume and low volume hsungs to ma:ket makers The
price of acqun'mg an exchange membership and the obligations associated with such mcmbershlp represent the
costs to the mirket maker of mteractmg wnth and trading against an exchange’s order ﬂow W|

For these reasons, we believe that market makers provide us with liquidity because of the EAM order flow
that we attrac:tl We do not believe ownership of equity interests in ISE constitutes a s1gn|ﬁcant factor in the '
decisions of oir members to direct order flow to our exchange. We believe that we attract order flow—both

: . . -
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. non-broker-dealer customer and broker-dealer order flow—due to the trading benefits of our exchange, including
size of quotes, tightness of spreads, low cost, quality of trading platform, customer service, and anonymity.

Our Competitive Strengths

' We have established ourselves as a leadmg optlons exchange We beheve the following are our core
competitive sl:rengths - . .

Leaderslup Posdwu in the Optwns Tradmg Industry

By launching the first fully-electronic options exchange in May 2000 we attracted mgmﬁcant liquidity from

major well-capitalized financial institutions that had not previously participated in the equity options market as
.market makers. These liquidity providers established their commitment to us through a combination of investing
in our exchange, making markets on our exchange and investing in the technology required to access our
exchange. Being the first fully-electronic options exchange further allowed us to introduce the efficiencies of -
¢lectronic trading, which enabled us to price our services aggressively and attract significant contract trading
volume. We have established brand awareness through our proven platform, marketing and sales efforts, and
innovative products. We have demonstrated our ability to capitalize on our first mover advantage—we have
captured market share from other options exchanges, as well as gained volume as a result of the overall growth in
the industry, trading the highest volume of equity options contracts in the world, with market share in 2006 of
31.7%. The following chart shows our equity options market share and that of our U.S. competitors for 2006—
"Boston Options Exchange, or BOX, American Stock Exchange, or AMEX, NYSE Arca (formerly known as the
Pacific Exchange or PCX), Pmladelpma Stock Exchange, or PHLX, and Ch1cago Board Opnons Exchange, or
CBOE.

¥

Equity Options Market Share by Contract Trading Volum(._‘2006
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Source: Derived from The Options Clearing Corpomtioh, or OCC, data
H:ghest dezty Markets ' : -

We have atta.med unprecedented depth and hquldlty, dlsplaymg quoted size larger on average than quoted

size for the same options displayed on any other U.S. options exchange During 2006, an average of 909 issues

- were listed on our exchange in the Primary Market, and the total options volume in these issues accounted for
apprommately 97% of all equity options trading onU.S. optlons markets. For 2006, we had the highest average.
daily-volume, or ADV, among all U.S. exchanges with respect to approxlmately 74%, of those issues: On
October 16, 2006 we launched trading in our Second Market, which nearly doubles the total number of equity
options classes listed at ISE. Together with cur Primary Market, members have access to approximately 99% of
industry equity options volume through our tradmg platform. As of February 12, 2007, approximately 700 issues
were hsted on our Second Market. . .




We have a..lneved our position through innovations such as “one size fits all” trading, our allocation
methodology, aInd ISEspreads for exchange members who often seek to engage in complex trades, and the ability
to trade stock and options combined in a single transaction. Qur low transaction fees, established chent-member
base of broker- iealers and narrow spreads have further enhanced our liquidity. In 2006, our bid/ask spread was
better than the Indlask spread of other U.S. options exchanges 16% of the time and equal to the Nanonal Best

Bid/Offer, or NBBO, 80% of the time. .
. We are more liquid than all other U S. options exchanges based upon weighted average quoted sﬁze

available at thelNBBO with respect to the 100 most-actively traded options contracts listed on our exchange for
December 2006. The weighted average quoted size is the time-weighted measurement of average quoted size.
For example, a/quote at a given price and size that is valid for 10 seconds would have 10 times more bearing on
the weighted a'verage quoted size than a quote at the same price and size that is valid for one second. The
" following chari shows the average quoted size available at the NBBO by the other options exchanges and by ISE
+ for the 10 mosl' actlvely traded opnons on ISE in 2006: .

. Weighted Average Quoted Slze Availahle at the NBBO . i
' : OtherExchanges " ISE

Option by Ticker Symbol Average Size Average Siu quuldity Mnlttple
QQQQ . b 8,146 35321 ' 43x ‘
WM ..l SRR 953 89l . - 194k
SPY ... L AU 2953 © 11,245 38x -
AAPL .o 578 1453 . 25x
GOOG . | : 56 110 2.0x-
CINTC e . 2828. . 6615 . - 23x
MSFT .!.... O et 2471 L+ 6,389 2.6x:
MO ..l S v 327 129 . 22x
AMZN . o, 778 1,989 2.6x
GM o 424 L9 2%

Source: Denw,d from Options Price Reportmg Authority, or OPRA, data for 2006. Average wetghted quoted size
available at th> NBBO mcludes quotes for both the bid and the ask prices.

While our annual ADV for eqmty and mdex options has increased-over the years, the trading rmx or
composition olf those traded contracts has changed. The following table reflects our ADV for equity. and index
options as well as t.he percentage of those contracts traded by order type—customer firm proprletary and market .
maker: . S . .

,

For the YearEnded
2004 2005 1 2006
Average daxly eqmty & index options traded (1n thousands) ........... .o 1,432 1,781 2,358
Customer .......................................... e 39.1% 41. 3% 41.2%
; "Firm proPrietary . ...vveeeeeeeeeeens. e i, 14% 94% 12.6%
Market rnaker . ... P s 535% 493% 46.3%

While customer share remained somewhat flat over the last two years in termns of our volume le, we
remain the desunanon of choice for investors who want to trade options. We believe that non-broker dealer
customer tradi ling on ISE can be attributed to the same features of our exchange that have appealed to our
exchange members The contribution of non-brokér-dealer customer order flow to the overall growth in our ADV
has further erhanced the liquidity and depth of our markets, stimulating even more trading activity by our
exchangé me: cnbcrs ‘which in turn further enhances our liquidity and appeal to exchange members. Accordmgly,
we believe that trading activity by the different gfoups of our market participants has generally been mutually
reinforcing,’ sunultaneously increasing our liquidity and attracting additional order flow. )
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Efficient Cost Struclure T : .

Our business model is scalable and efficient. We operate with a small, dedicated employee force of 216 full-
- timie employees as of Decémber 31, 2006, We are not burdened with the costs associated with operatmg a trading
floor, and we contract for semces we bcheve are more efﬁc1ently provided by others.

Low Transaction Fees

Our transaction fees are among the lowest in the industry. Similar to the other options exchanges, we waive
transaction fees for non-broker-dealer customer orders except for options on our premium products and options -
in our Second Market. We believe our low cost model is a competitive advantage as transaction fees are one
factor that traders consider when they send orders to exchanges.

We believe that our position as a market leader in establishing low transaction fees currently provides us .
with a significant advantage relative to most of our competitors. Although competition continues to intensify, we
believe that our low-cost all-electronic structure will enable us to maintain this competitive advantage over
hybrid exchanges for the foreseeable future, particularly if our competitors must cope with a dual cost structure
associated with maintaining a physical trading floor in tandem with an electronic trading system.

Proven Technology '

We created the blueprint for our technology infrastructure in parallel W1th our busmess model, designing it
“from the ground up” to be fully compatible with the needs of an exclusively electronic options exchange. We
believe our trading systems are highly reliable. Our open Application Programming Interface, or AP], provides
our customers direct access to our system, allowing for immediate submission of orders and amendment or
cancellation of orders in the order book. Our execution speed is, on average, fractions of a sécond. Our options
trading system, operating with proprietary trading technology, enables our exchange members to execute trades
at this speed. All orders and quotes are electronically time stamped to ensure greater accuracy of trading.

High Level of Customer Service

We have implemented a broad range of measures that enables us to offer a high level of customer service to
exchange members trading on our exchange. We perform our own market research and utilize our findings to
tailor our products and services to meet customer demands. To this end, we have engaged an independent
research firm to regularly conduct customer feedback surveys and analyze the responses to guidé our future
product development. For example, in response to feedback we have received from institutional investors, we
have developed or are currently developing various trading enhancements and functionalities that are intended to
allow institutional investors to engage in large and complex trades in a timely and cost-¢fficient manner. Some of
these include our “delta-neutral” functionality and “split block” pricing. For more information on these products,
see “—Our Growth Strategy—Growing Our Institutional Business” within this Item,

In addition to customer feedback surveys, we meet regularly with exchange members to solicit their input
about ISE’s performance in all areas. We believe our high level of customer service has been an important factor
in our ability to maintain our leadershlp in an increasingly competitive market. We also engage in direct mailing
to our exchange members to provide them with information on our newly developed products and offer guidance
for better utilization of our qxisting products and services.

Strong, Seasoned and Innovanve Management Team

Our strong and dedlcated management team, led by two of our founders David Krcll our PreSJdent and
Cluef Executive Officer, and Gary Katz, our Chief Operating Officer, has significant experience in the options
trading industry. David Krell and Gary Katz have worked together continuously since 1986, when they were
employed as Vice President and Managing Director, respectively, within the Options and Index Products division
of the NYSE. They and certain of our other senior executives have worked together closely since 1999. We
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believe that our management team, by developing the first successful fully-electronic options exchange in the
U.S., has demonslrated an ability to innovate, as well as to recognize and respond to market opportuumes Our
management | team has also successfully guided us in our initial phases despite significant competitive, ‘tegulatory
and operational barriers to entry that any new secuntles exchange will encounter in the U.S.

Our Growth Strategy _ ' :
Growing Our Institutional Business . ‘

We conunule to witness an increase in msutuuonal paruc1pat10n in the options mdustxy Current]y, we'.
estimate that our options volume is equally split between institutional investors and retail or individual investors.
We believe an opportumty exists for us to expand our offering and volumes by introducing trading enhancements
and functionality catered to institutional investors. While the quality of our markets has attracted institutional
order flow, we telleve a substantial segment of institutional order flow is executed on trading floors or traded
off-exchange. Through trading system enhancements and introduction of new functionality-as well as our
marketing and s'ales efforts, we have seen an increase in institutional order flow. Some éxamples of funcuonahty
we have introduced which we believe increases order flow include: *

. “Delm-Neutral”—a practical application of insights from options theory, allowing mvestors to hedge a
stock holdmg by trading the number of option contracts specified by the “delta” of the option (the
theore UCal amount that the option price will change in response to a change in the price of the
under’ Eymg stock); -

« “Split:Block” pricing—allows investors to trade larger orders between two quoted pnces

.. Spnea:ls in Penny Increments—buying and selling option contracts w1th dlfferent smke pnces or
expwanon dates in the same class in one-cent increments; .

. Buy-Wntes—allows purchases of the underlying stock and sales of an option at the same time;

+ Facililation Mechamsm——a]lows members to provide hquldlty to btock size orders and complex orders '
« Solicitation Mechanism—allows members to cross trades, mc]udmg complex orders; and '
. Reduc ed Exposure Period for Block Orders—exposure penod reduced from 10 seconds to three
seconds . . . ‘ ] . . ;,
a
These enh.lmcemems along with other enhanced functionalities we have 1ntroduced have conmbuted to.
increases in our, volumes. The ADV associated with these enhanced functlonalmes has grown from’ ’!
approximately 330,000 contracts or 16% of our average daily equity and index optlons volume in the. fourth
quarter of 2005|to approximately.545,000 contracts or 23% i in the founh quarter of 2006. 4

Developmg New Products and Dwersgﬁung Product Base g
As pan of |our strategy to provide our exchange members w1th value added services and to dwersnfy our

revenue stream! we continually seek to add new functionality, products and asset classes to our exchange :

offering. The irftroduction of new functionality, products or asset classes generally require SEC approva] which

subjects us to chtam competitive disadvantages due to the time it takes to obtain SEC approval.
Index Traiing ' ‘ *
In 2003, we implemented the technological and regulatory foundation to trade index options, and in 2005

‘began to acuvely market our index trading initiative which includes both proprietary and licensed mdexes Our

index trading suategy includes: X

. L:censmg new'index products—We have established relationships with several index providers,
1ncludmg Standard & Poor’s, or S&P, Nasdaq, Frank Russell Co., FTSE, and Morgan Stanley, as well -
as others. We currently license over 30 indexes from this group.
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+ Creating proprietary indexes—In September 2004, we began disseminating our first three proprietary
- indexes—ISE 50, ISE 100, and ISE 250. These are broad-based indexes designed to track the.

performance of the most highly capitalized publicly traded companies in the U.S. The ISE 250 Index
generally includes the top 250 stocks listed on U.S. equity markets as ranked by market capitalization.
The ISE 50 Index is a subset of the ISE 250 Index, comprising the top 50 stocks. The ISE 100 contains
the top 100 most actively traded equity option classes on ISE. The indexes are calculated and
maintained by S&P based on a methodology we developed in consultation with S&P. During 2005, we
launched options on the following proprietary sector indexes: ISE Gold, ISE Semiconductors,
ISE-CCM Homeland Security, ISE Oil and Gas Services, [SE Homebuilders, ISE SINdex Index, ISE
Bio-Pharmaceuticals Index and ISE U.S. Regional Banks Index. In addition, we launched options on
the ISE 250 Index, ISE 50 Index and ISE 100 Index. During 2006, we expanded our proprietary sector
index offering with the launch of options.on ISE-CCM Altemative Enrergy, ISE-CCM Nanotechnology,
ISE Water, ISE-REVERE Natural Gas and operation of the ISE-REVERE Wal-Mart Supplier Index.

We continue to expand our index business beyond options trading with the impending launch of three new
ETFs and a structured note. In February 2007, we entered into an agreement with First Trust Advisors, a major
investment management firm, to create and list ETFs based on the following indexes: ISE Water (HH(O), ISE-
REVERE Natural Gas (FUM), and ISE Chindia (symbol still to be decided). The “ChIndia® ETF will be based
on a new ISE index, currently in the development stages that will include U.S. listings of firms domiciled in
China and India. The ETFs will be listed on the AMEX under the symbols FWT, FNG, and FCI, respectively.
This marks another “first’ for ISE as these indexes are now officially benchmarks for asset management; It also
reinforces our goal to broaden our product offeriig on our indexes. In addition, Bear Stearns has announced that
it is creating a structured note on ISE SINdex making it the second note they developed based on an ISE Index;
ISE Homeland Security was the first. The note will link the performance of ISE SINdex relatwe to the S&P500,
and wil] be traded over-the-counter.

., New Options Products _

. 'We continually develop new products and funcuonahty in reSponsc to member interest. Three new products
that we have developed in response to member interest are:

« On May 30, 2006, we announced a new quarterly options product, Quarterlies, which expires at the end
of the calendar quarter as opposed to standard options which expire on the Saturday following the third
Friday of each month, We developed this new product in response to exchange member interest in an
alternative expiration structure. We began trading Quarterlies on July 10, 2006 under a one year pilot

. program for the trading of such quarterly options on five ETFs including the Standard & Poor’s .
Depositary Receipts (SPY), Nasdag- 100 Trust Shares (QQQQ), Diamonds Trust Series 1 (D1A),
iShares Russell 2000 Index Fund (IWM), and Select Sector SPDRs—Energy (XLE).

*  On July 5, 2006, we announced a Second Market that we developed to provide our members with a '
distinct platform that will leverage our leading community of market makers and proven, competitive
market structure to create additional liquidity in options that have typically experienced lower trading
volumes. We bégan trading in our Second Market on October 16, 2006, with an initial listing of 20
‘options classes. As of February 12, 2007, we have approximately 700 listings. Our Second Market

" nearly doubles the total number of equity options classes listed on our exchange, and together with our
Primary Market, offers exchange members access to equity options that represent approximately 99%
of industry volume through our platform. Prior to launching our Second Market, we listed equity -
options that represented approximately 97% of the total industry volume. Options classes traded in our
Second Market comply with existing listing requirements and trade under our existing trading rules.
Market makers in our Primary Market are eligible to make markets in our Second Market by paying a’
monthly access fee. New market makers are eligible to make markets in our Second Market without
purchasing trading rights, but rather by paying a monthly access fee, as well as a surcharge on the

* transactions they execute in our Second Market. In addition, we charge a transaction fee for -
non-broker-dealer customer orders and do not maintain a payment-for-order-flow program. ;.
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*+ .*» On September 20 2006, we announced our.intention to create and hst new foreign currency; optlons
called ;ISE FX Options. With ISE FX Options, retail and institutional investors would have a:new . ,—‘
.+:.. <investment strategy that allows them to express their views on-the strength or weakness of the phary,
U.s. Iltollar relative to foreign currencies. -Similar.to existing equity and index options products these -
secunttes will trade in U.S. Dellars and will be readily available through traditional securmes gt
Lt ~wbrolcerage accounts. We will offer a new, type of trading right class for quoting'in this:new product o
EAM will be able to trade this new innovative product using their current membershtps We expect to
be tradtng thts new product in the ﬁmt half of 2007 pendtng regulatory approvals
R LI T UL A R E TN . o *t' iy
NewAssetClasses . T S o PR "’4, oL
We COIltlmI]e to exp]ore opportunities in other asset ¢lasses where we beheve we could add value and allow
s 10 compete vrith Gther exchanges ‘and trading venues. We believe ‘opportunitiés exist for us to add va]ue ‘and

’

- expand our offering by developing altenative market structures for derivatives trading and creating an exchange

facility to electronically trade equity securities that capltahzes on the changes occurring in the equmes market
tradmg pattems and equlty market structure. o ‘ . Jp ‘

On March!24, 2006, we acqurred the mtellectual property and other related assets of, Longltude Inc a.
developer of a propnetary and patented technology that uses pari- -mutue] principles to run derivatives’ aucuons, u
which aggregate liquidity and produce fair and efficient market-driven prices. The new entity, Longltude LIC, or
Longitude, becime an operating unit of the Company. This acquisition is part of our. strategy to. dehver expanded.
product offerm'gs to the mdustry that demonstrate our commitment to growth and innovative technology -
Initially, Goldman Sachs was a minority investor in Longitude. However, in November 2006, 'we purchased

- Goldman Sach. interest.- Currently, Longitude conducts branded ‘auctions in two distinct product categones-— -
' options on econormc data in partnership with the Chicago Mercantile Exchange, or CME, and optlons on certam

energy market: stattsttcs in partnership with ICAP Energy and the New: York Mercantile Exchange, or NYMEX.
P T L T B Y I PR

. Auction products presently include: - .77 - .
o T ]

-« daily natural gas settlement (NATD);

* . weekly natural gas storage statistics (ELAG), . Yoot el
t~ * lmmliljobless claims (IJC). o S ) e l" K 1 . ‘,"‘ ‘u .‘.,, |
-t retallsales(RSX), v . S ‘;n‘..* l X .l\;,, . RO .;,'.,.i ' :l.
. ';-,.- consumerpnce index (CPIC),and R R AUV IO EE YRS PR S TU Yo
. non-farm payroll (NFP). ‘ ' - R R SR

"~ On Apnl' 19, 2006, we announced that ‘e Wwere entéting the equmes market through the launich’of ISE Stock -
Exchange. We: partnered with key' strateglc jrivestors who are leading broker-dealers and' members of the
exchange; mcludmg Merrill Lynch, Pierce, Fenner & Srmth Incorporated Bear Stearns & Co: Inc; Cltadel

" Derivatives G'oup LLC, Deutsche- Bank Securities Inc., a subsidiary of E*TRADE Fmancral Corporlatmn

Interactive Bmkers Group LLC, J'P. Morgan Securities Inc., Knight Capital Group, Inc., Nomura Secuntres
International, [nc Sun Trading LLC, and Van der Moolen. ISE Stock Exchange, which operates as a facility of
-ISE and whrch is managed by ISE, introduced its first product, MidPoint Match, or MPM, on September 8, 2006.
MPM is a contmuous instantaneous, fuily automated, and anonymous matching platform for tradmg stock.
MPM’s matclung platform executes orders;at the rmdpomt price of the NBBO throughout the adir
was followed |by an integrated dtsplayed market offering which successfully launched on December 8 2006
With the laun *h of the fully-displayed, market, the ISE Stock Exchange now offers a fully-electromc dual
structure that: provrdes integrated access to both displayed and non-displayed liquidity pools. ISE Stock Exchange
isa completely automated market place that offers high-speed order execution capabilities, a competmve pncmg )

structure, and| neutralaccessrules_ T S T I T et w7 e
Infonnauan-Market Data L L . L .,, L e ~3; Vs

Py -

Our operations generate srgmfieant volumes of raw market data.-As do all: of our competitors, we currently

~ distribute this market data in return for a trade- based fee to OPRA which consohdates it with data it receives

"~
|

i 9- - Y tll
.’! 1

.
r : ) . . |.!
. . i

- : b
I




from other options exchanges and redistributes it to vendors and customers. See Part [I—Item 7. “Management’s
Discussion and Analysis of Financial Condition and Results of Operation.” We believe that we can leverage our
market data that we generate more profitably by analyzing, packaging and marketing it to market makers, broker-
dealers, investors and institutions in new and different ways. For example, in 2002, we devised ISEE, an index
based on purchases of long calls and long puts that is designed to show how investors view stock prices. By
collating the buying decisions of options investors, ISEE may enable investors to gain a better understanding of
marketplace trends, which can help refine investment decisions.

In Scptember 2005, we launched the ﬁ;st in our suite of new market data products, our Historical Options
Tick Data offering, or ISE HOT Data. The ISE HOT Data offering includes the full daily tick file of all trades
and quotes for equity and index options that are reported to OPRA. These comprehensive, historical data files
will help improve trading efficiency by enabling sophisticated investment professionals to conduct in-depth trade
analyses, back-testing of trading models, and will serve as a data source for compliance requests and time and
sales queries. : '

On October 18, 2006, we launched ISEE Select, our customized sentiment data offering. ISEE Select is an
enhancement of ISEE. Through an intuitive browser application, ISEE Select enables subscribers to 1denufy
investor sentiment for individual securities or select industry sectors based on a unique calculation methodology
that uses proprietary ISE opening customer trade data. ISEE Select is available on a subscnpnon basis through
our website, as well as t.hrough a broker marketmg alliance program. :

ISE HOT Data and ISEE Select are important components of our ongoing initiative to expand our market -
data offerings. One additional product, Depth of Market Data, is slated to launch in the first half of 2007. Depth
of Market Data will be available on a subscription basis, to provide transparency for investors beyond the best
bid and offer by offering a consolidated view of tradable prices and liquidity. We believe with a full-penny -
quoting environment that this offering will be an even more valuable tool for market participants. T

- Challenging the Status Quo

As part of our effort to offer more options to investors and increase competmon we have sought to end the
practice of exclusive listing of opticns on certain exchange traded funds, or ETFs, and indexes, a practice which
was premised on the claim by index providers that exclusive licenses for use of the underlying indexes and ETF
indexes in options creation and trading had been granted to certain options exchanges listing options on these
ETFs and indexes.

» We have aggressively sought to end the license exclusivity that certain exchanges curremly enjoy with
respect to certain indexes by demonstrating the benefits of multiple listing to index licensors. In 2004,
we successfully brought an end to éxclusivity in Nasdag-100 Index, all Russell indexes (mcludmg
Russell 1000 and 2000), and S&P MidCap 400. We currently list options on S&P MidCap 400, the
Nasdag-100, Mini Nasdaq-100, Russell 1000 Index, Russell 2000 Index, Mini-Russell 2000 Index,

. FTSE 100 and FTSE 250. . . .

_» In 2005, we announced our intention to trade'options on SPDRs and DIAMONDS ETFs withouta
license. The McGraw-Hill Companies, or McGraw-Hill, the parent company of S&P, and Dow Jones &
Company, Inc., or Dow Jones, brought suit against us alleging that our unlicensed trading infringed

-their intellectual property rights. The U.S. District Court in the Southern District of New York, or
District Court, ruled that our unlicensed trading did not infringe the plaintiffs’ intellectual property
rights and dismissed the complaints. The Court of Appeals unanimously affirmed the District Court,
finding that our créating, listing, trading, and clearing of options on the shares of ETFs that track the
performance of stock market indexes does not constitute misappropriation of the stock market index
owners’ intellectual property or unfair competition, and that our use of the SPDR and DIAMONDS
trademarks in listing those options does not constitute trademark infringement or dilution. The Court of
Appeals found that the allegations of Dow Jones and S&P were “legally insufficient.” S&P and
Dow Jones did not petition the U.S. Supreme Court to hear an appeal of the Court of Appeals’ decision

10




. "In‘dustry Landscape ‘ : : e

K M
b
- i
+ and hiive therefore exhausted all channels for an appeal. As a result of this litigation, we no&l_\ff.ljst:
options on DIAMONDS. (which previously had been exclusively listed at the CBOE), and all six U.S.
_ optioris exchanges list options on SPDRs-(which previously had not been listed on any exchange),
" which, represent a meaningful amount of new options volume. We have also listed options on other
ETFs without a license where we believe there is sufficient member and investor interest to'warrant -

addin z them to our product offerings. ‘ o - o) :

e On N'!:wembel_' 2, 2006, we filed a complaint in the District Court seeking to end the qxclusi}?e listing of
: ccrta__ailn index options (the “ISE NY Action”). We asked the District Court to issue a declaratory
"~ judgment ordering that we do not need a license to list index options on the Dotw Jones industrial
!\ven:lge, or DJIA and S&P 500 Index. Currently, these two actively-traded index options trade
exclusively on CBOE pursuant to licensing agreements between CBOE, Dow Jones, the provider of the
DJIA! and McGraw-Hill, the provider of the S&P 500 Index. On November 15, 2006, Dow Jones,
McGraw-Hill, and CBOE filed a complaint against us and OCC in the Circuit Court of Cook County,
Illinqlis, asking the Circuit Court to issue a declaratory judgment, among other things, that we may not
list index options on the DJIA and S&P 500 Index without a license from Dow Jones and McGraw-Hill
(the "quendants’. Action”). On December 22, 2006, Dow Jones and McGraw-Hill filed a m:otion _tb
' dismils_s or stay the ISE NY Action pending a decision in the Defendants’ Action. We intend to file "
papers in the ISENY Action opposing the defendants’ motion to dismiss or stay, and asking the court
to stay all proceedings iri the Defendants’ Action while the ISE NY Action proceeds. c '

’ "l

Selectively Pursuing Strategic Alliances and Acquisitions ' ;
We intend, to selectively pursue acquisitions or enter into strategic alliances that will enable us to strengthen
our current business, diversify. our revenue stream, enter new markets and-advance our technology. We may also
pursue partnerships and commercial agreements to take advantage of potential changes in our industry. We view

[ . . . . . i
the use of stratgic alliances and partnerships as a potentially cost-effective means for accessing overseas

" markets. Rathe:r than launching stand-alone operations in those markets, we believe that working with well-
. established local exchanges and market places will allow us to develop new revenue channels while avoiding the

risks and significant investments in overhead and staff that a stand-alone operation may involve, We are actively

- exploring the '[ilossibility of creating order flow links with exchanges outside the U.S. and other strategies for

o

broadening our product offerings. -
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Issues Confronting the Seil;uritie's Options Industry r:
Quoting in Penﬁylncreme};}s e L L «11 .

~ On Januaiy 26, 2007, all of the options exchanges initiated a pilot to qudte certain options inpé;?m'és' at the

' request of the 3EC. The pilot includes 10 stocks and three ETFs covering a full range of trading characteristics:

The pilot is being conducted with quoting increments of one-cent for options trading up to $3.00'a.nd?in five-cent
increments for options trading above $3.00 for 12 of the pilot options. All options on one ETF, the QQQQ, are
being quoted in one-cent increments. =~ - > - S ' . ‘ :
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Quoting in penny increments might benefit investors with small orders because they might receive more -
favorable prices, however, penny quoting may also lead to decreased liquidity for large size orders and decreased B
market makers’ profitability. Decreased market makers’ profitability. could lead to pricing pressures on
exchanges and decreases in market makers’ payment-for-order-flow programs. For example, on January 11,

2007, NYSE Arca announced new options pricing in conjunction with the penny pilot program similar to that in
the equities markets. Under this new pricing, NYSE Arca will rebate market makers and other market -
participants for posting liquidity and charge for taking liquidity. Historically, options exchanges have not had
maker-taker pricing. In addition, NYSE Arca has ended fees for payment-for-order-flow for penny pilot stocks.
Under this pricing plan, market makers may benefit from the new plan as they will get rebates for postmg
hqu]dlly and they will not have to make payments- -for-order-flow. However, because there are no payments-for-

" order-flow and customer orders will be charged for taking liquidity and rebated for posting liquidity under this
plan, the net economic swing may be negative for customer order flow prov:ders relative to NYSE Arca’s old
pricing plan. NYSE Arca’s new pricing plan for options tradéd in the penny pilot program is bemg viewed by
some as an indicator of the potential pricing changés to come in the options markets. Additionaily, on
January 22, 2007, BOX announced pricing changes which reduced its standard trading fees for options on the
securities included in the penny pilot program to 15-cents from 20-cents per contract. On January 26, 2007, we
lowered our payment-for-order-flow fees for the securities 1ncluded in the penny pllOt from 65-cents to 25-cents
per contract. On February 22, 2007, PHLX announced pricing changes which reduced its payment—for-order—ﬂow {
fees for options on the securities included in the penny pilot program to 25-cents from 70-cénts per contract. See
also "—Payment-for—Order—Flow” and “—Competition—Price Competition” within. this Ttem.

Capacity

.

The options industry has witnessed a massive increase in electronic message iIafﬁc over the past six ycars
- due to a number of factors including: i :

*  Automated quote updating by market ‘makers

~ * Adoption of electronic trading by the floor—based exchanges and the addonn of another fully-elecu-omc
options exchange;

» Exchanges allowing several market makers to stream quotes versus the previous environment where
- only one market maker was able to electronically stream quotes to an exchange; and

» Introduction of new options instruments and industry volume growth.

The increase in message traffic reflects the continued healthy growth in the options industry as reflected by
improved market quality and increascd competition by exchanges, market makers and order-flow providers.
However, costs to transmit, process and store the new higher levels of message traffic have also significantly
increased for market partlcnpants exchanges and market data vendors. It is highly probable that this lrcnd will be
exacerbated by the implementation of the penny pllot program. _

- .
Fl

We have taken steps to recover some of our capac:ty costs through the introduction of new fees based on the
number of quotes or orders submitted by our members. However, these fees may not sufficiently recover our costs.

 Additionally, there is a high probability that penny guoting would lead to increased costs across the industry
to upgrade broker-dealer, exchange and market data provider systems to handle increased quote traffic. If the
SEC were to decide to exténd the pilot program to a significantly greater number of symbols, we will incur
additional costs to upgrade our systems and data center requirements.

As part of the penny pilot program, the SEC asked each of the options exchanges to identify one or more
strategies to mitigate quotations. We specified in our rule filing with the SEC that we would employ certain

‘
12

!




. 4 ‘
. quote mitigation strategies, all of which we had been successfully utilizing previously. Accordingly, we do not
believe that quoie mitigation will have any negative effect on our market. Some of the other exchanges have .
adopted strategills's that are similar to ours. Based on our experience during the first four weeks of the pilot
program, our trading system currently has sufficient capacity to process quotes in periny increments asj required .

¥

. by.the pilot program. R ‘ : . .

_ Based on cur limited experience during the first several weeks of the pilot program we have observed an
increase in quotle' traffic, a narrowing of spreads, a reduction in quoted size, an increase in volume, and a decrease
in payment for order-flow. . . _ o oo \

. ‘ ] - ) il
Payment-for-Order-Flow - : ' ' : ‘ C

Exchanges generate much of their revenue from order flow and thus aim to attract that order ﬂ'ov;'. However,
as self-reg‘ulato:ry organizations, or SROs, they are simultaneously obligated to enforce their rules \ivi;h respect to
exchange members who may violate the duty of best execution by failing to obtain the best available price for
their customerél’ orders. While the SEC has expressed concems regarding the potential negative impact of
payment-for-order-flow on execution quality, it has approved our payment-for-order-flow program and not .

objected to the fp.rograriys administered by several other options exchanges. . Co

Payment-jor-order-flow is a significant component of many order flow providers’ business models. Most -
receive approximately the same level of payment from all exchanges to which they send their orders,’;sinﬁ_lar to
their arrangem:znts with upstairs market making firms on the equity side. As spreads narrow, less *

payment-for-oider-flow will be available to these participants, in much the same way that these levels decreased

after equities l}Iegan trading in one cent increments. This will potentially nggati\'iely impact the margins of some
discount brokerage firms that rely on this part of their revenue, forcing them to pass these costs onto their .

customers or absorb them. See also “_Competition—Attracting Order-Flow” within this Item. "

Dividend(Trade Activity . . ‘ ‘ L '
The industry has experiénced increased a‘.ctivit'y in crossing transactions commonly referred to as “dividend

trades.” Dividend trades are options transactions in which very large quantities of “in-the-money” calls are
purchased and exercised simultaneously in order to establish ownership in the stock just prior to the ex-dividend
date. The excl'nanges that facilitate these transactions have instituted fee caps which encourage markeét makers to
enter extrcme'ly'largc‘size orders and engage in this activity. We believe that these transactions serve to distort
volume and miarket share statistics for the industry as well as disadvantage certain customers and therefore, do
not encoumge': or engage in this activity. - o ‘ ' " : ' | o g

i
i
1
'
Fa

Participation of Institutional Investors

- Anotheqclevelop_mént in the options trading industry is the evolving role of institutions. In the ‘bast, the
expense and illiquidity of the options markets discouraged institutional participation. However, with increases in
liquidity, institutional interest and participation in thé market has increased. Only a few years ago, quotes were
made wil.hou"!: specifying the size of the quote to the entire market, and market makers routinely offered different
quotes to customers, market makers and broker-dealers. Due in part to our requirement that every quote also
specify the size of the quote and that quotes be “firm” for the same size for all participants and to the adoption of
an SEC rule requiring options quotes to be firm (although allowing market makers to offer lesser size to broker-
dealers than they offer to customers), the market has become more liquid and transparent, offering ‘deeper, more
reliable and :Etraightforward price quotations. With increased liquidity and transparency, achieved by reporting
bid and offer| prices, along with the consolidated number of contracts available at those prices to the entire.
market, contract trading volume of equity and index options has increased substantially in the past five years,
growing fror:n an industry ADV of approximately 3.1 miilion contracts in 2001 to approximately 8.0 million
contracts in 2006. See Part [I—Item 7. “Management’s Discussion and Analysis of Financial Condition and '

Results of O'perations.” " TR L .
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Cross-Portfolic Margining

The SEC has approved new rules, scheduled to go into effect in April 2007, which will alter how brokerage -
firms determine margin requirements on their customers who use options as risk control tools. The new portfolio
margining rules will have the effect of aligning the amount of margin money required to be held in a customer’s
account to the risk of the portfolio as a whole. Portfolio margining is expected to significantly reduce margin
requirements by examining the combined risk of a postfolio of financial instruments instead of margining each
instrument separately. We believe portfolio margining will make trading more efficient by freeing up margin
capital for other purposes. This may result in an increase in options trading as investors realize the additional
value options have in reducing their overall portfolio risk and increasing their leverage by unlocking capital in
their trading accounts.

Developments in the Eguities Industry
Regulation NMS

In April 2005, the SEC adopted Regulation NMS, or Reg NMS, which addressed order protection,
intermarket access, sub-penny pricing and market data revenue in the equities marketplace. Reg NMS, which will
largely be phased-in industry-wide beginning in March 2007, may have a profound effect on equities market
participants, including exchanges, alternative trading systems and broker-dealers.

A shift to electronic trading has been a key trend in the U.S. equity markets. The impending implementation
of Reg NMS has accelerated use of electronic markets, as evidenced by the decline in floor-based trading and the
introduction of new electronic trading systems at virtually all U.S. exchanges. Use of electronic trading has been
accompanied by an ever-growing demand for faster executions, with turnaround times now measured in
milliseconds or microseconds.

" The effects of exchange transformations, rebate fee structures, and competing markets have collectively
created a highly competitive market place. Market centers are competing feverishly for market share, resulting in
pricing structures with lower per-share nmiargins than previously existed. In addition to transaction revenues, all
exchanges receive revenue from market data providers. As a result of Reg NMS, market data revenue sharing
calculations will be based on quotes as well as trades, starting April 2007.

Because of new opportunities createﬂ by Reg NMS, particularly for regional exchanges and new entrants
like us, many exchanges sought to engage strategic investors or partners from within the brokerage community.
Funding from investors enabled exchanges to build new systems and to cultivate a core user base. While some
concern has been expressed about the risks associated with fragmentation caused by reinvigorated exchanges and
new entrants, Reg NMS’s interconnectivity and antomated market requirements largely eliminate the traditional
risks inherent in fragmented markets.

While we cannot predict ¢xactly how current market participants may change the way in which they conduct
business, we believe that we are well positioned to compete in the new environment. In particular, the order
protection and intermarket access rules of Reg NMS are designed to assure that orders receive the best displayed
prices available across market centers no matter where they are initially sent for execution. We believe these new
rules may allow smaller or new marketplaces, such as ISE Stock Exchange, to attract order flow. However, Reg
NMS is very complex and will require continuing refinement as the industry interprets and implements its
requirements. Based upon our experience with implementing the options intermarket linkage and corresponding
rules, it may take several years for the industry to adapt to the new structure.

Dark Pools

Another significant and more recent trend is the proliferation of “dark pools” which match non-displayed
orders with each other. While overall market share remains low, dark pool activity has accelerated markedly in
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recent years. Darl pools originated as crossing networks networks where not-fully disclosed orders were
matched wnth each other, and recent demand attracted broker dealer entrants offering crossing systems generally
focused on buy SJde clients, or money managers, and larger—smed trades. In addition to crossing networks several
major brokers ha' .re recently developed propriétary dark pools to facilitate mtemallzatlon when brokers fill
orders from their firm’s own inventory. While the growth of dark pools creates new business opportumnes it
increases the risk|that order flow will be siphoned away from traditional exchange markets or fragmentod

Competition ) - - T g

-Our busines; 3 is intensely competmve and we expect competition to continue to intensify. We compete on
the basis of several factors, including:

 liquidity, both the size and spread of buy orders and sell orders;

+ transaclion execution costs; \ ~

e transparency; o Co ' r.

. speedof execution; : ' ' |

+  qualityjof technology, mcluclmg ease of use, connectwlty, sca]ablllty, security and recovery capability;
and : . ;-
. customer service. . :
i
Options Market Competmon o ‘ ' ' J
We compettI with a number of exchanges in the optlons busmess and may compete with other exchanges or
other trading venues in the future. CBOE, AMEX, NYSE Arca, PHLX, and BOX are our direct options
competitors. As il result of our success in introducing electronic trading to the options industry, all current
competitors, wn.h the exception of BOX which is fully-electronic, offer a hybrid trading environment that
combines electrolmc trading and a physical trading floor. Operating an exchange 'hat accommodates floor-based
executions may give a limited advantage over our fully-electronic exchange in the execution of certain large
orders. Since traclers can meet on the floor and talk to each other, they may be better able to negotiate and
customize larger ‘trades (e.g., large institutional crosses and dividend trades) in person than through a fully-
electronic exchange like ours. As all of the exchanges operate some form of an electronic trading system, certain
qualities of our n|1arket have become more common at other options exchanges. For example, the bid/ask spreads
of other exchanges are now similar to the narrow bid/ask spreads of our exchange As other options exchanges
improve their m‘:eret quality to reﬂect ours, commaoditization of electronic trading in the options mdusuy may
lead to an increase in price competmon ‘ o . o g
Artractmg ()rder-F low Co A . . o . ,

Our greatest competitive challenges lie in drawmg broker-dealers to route options orders to our exchange
instead of our colmpetltors markets. The exchanges generally are not unique in the equity options they ‘offer, as
all actively tradeld options on single stocks are cross-listed on multiple exchanges. As the opportunities for ’
electronic tradin have increased across all options exchanges, our market makers have broadened their market
making “footprint” by spreading their electronic trading activity across multiple exchanges. This trend may
reduce any com;lietmve advantages we have as a result of our electronic trading capability in drawing order-flow

prov1ders to our exchange A number of our competitors are also seeking to implement proprietary terminals that

would compete with our PrecISE Trade front-end terminal on institutional trading desks.

One competmvc tool to attract order flow from broker-dealers is payment-for-order-flow. We adrmmster a
paymem—for-order-ﬂow program, as do most of our competitors. In January 2007, we along with some of our
competitors reduced the fees we charge for payment-for-order-flow for issues trading in the Penny Pilot which
may reduce the ; .Iunount available for market makers to pay to attract order flow. See also “—Issues Confronting
the Securities In; Yustry —Payment-for-Order-Flow.” . . - e
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'Strategy—Challengmg the Status Quo” within this Item.

We and other exchanges have also introduced a functionality referred to as preferencing, which permits -

“order-entry firms (the equivalent of our EAMs) to direct their order flow to certain market makers that receive an

enbanced allocation. In many instances, preferencing is associated with payment-for-order-flow arrangements.
While preferencing may attract order flow to the ISE, it may also reduce the value attributable to our PMM
memberships. PMM:s are guaranteed to receive 2 minimum percentage of incoming orders that are allocated
among other market maker quotes and non-customer orders at the same price as the PMM. The PMM is also
given preference over other market makers and non-customers orders for execution of small orders but only
when the PMM is quoting at the best price. These guarantees are overridden if the order is preferenced to another
market maker.

Price Competition

Price competition will likely intensify, both in terms of fees for use of the exchange and the pricing
practices to attract order flow. The pricing model for trade execution for equity options is currently undergoing
change in response to competitive market conditions. For example, in January 2007, NYSE Arca changed their
fee structure for issues trading in the penny pilot from charging for generally every transaction to offering rebates
to liquidity providers and charges to liquidity takers. While this pricing structure is common int the equities
trading arena, it has never been used in the options industry. We have reduced our payment-for-order-flow fees
and certain other exchanges have also changed their fees for issues in the penny pilot. At this time, we do not
know what affect, if any, NYSE Arca’s new fee structure will have upon the industry. If market makers
profitability is reduced as a result of the penny pilot, they may pressure the options exchanges to reduce their fees
which may lead to significant price competition among the exchanges. See *—Issues Confronting the Securities
Industry—Quoting in Penny Increments” within this Item.

While our transaction fees are among the lowest in the industry, other competitors may lower their
transaction fees, reducing our competitive advantage or pressuring us to reduce our fees significantly to remain
competitive. We continually examine our fee structure and implement strategic enhancements to our trading -
system in light of competitive changes in the marketplace. We believe market participants evaluate many factors
in determining where to trade, including an exchange’s liquidity, reliability and robustness of its trading system,
miarket quality, such as size and bid/ask spread, and customer service. We belleve our overall market offerlng
allows us to remam exu‘emely competltlve : :

Exclusively Licensed Indexes

We face certain obstacles in the index options business. The most popular index options are exclusively
traded on CBOE under exclusive or contracts signed with firms whose names back these indexes. These index
options currently comprise approximately 73% of the total index options volume. We have begun trading certain
non-exclusive index options and cur own line of index options products. We have filed a rule-making petition
with the SEC requesting the regulatory agency to use its authority to eliminate the exclusive listing of index
options. We are also seeking to bring an end to the exclusive listings of index options on certain indexes through
the judicial system, To this end, on November 2, 2006, we initiated the [SE NY Action to end the exclusive
listing of certain index options. We asked the District Court to issue a declaratory judgment that we do not need a
license to list index options on the DJIA and S&P 500 Index. We do not believe we will earn significant revenues
from index trading until the exclusive licenses end or available indexes gain in volume. See “—Our Growth

Changing Competitive Landscape

There continues to be merger and acquisition activity in the exchange marketplace. Industry observers note
the increased pace may be due to competitive pressures on exchanges to expand their operating leverage and
offer complementary products as more exchanges announce their intent to demutualize and seek an initial public
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offering. Consolidations and alliances among our current competitors or exchanges becoming part of larger, well-
capitalized orgamlzatlons may create substantial or increased competition to us. For example over the past two
years the following were announced: oo . !

In September 2005, Arcthelago acquired PCX, a competitor to us. In March 2006, Archlpelago
mf:rged1 with NYSE. As a result of that transaction, NYSE became a direct competitor to us:.
Subseqllently, in December 2006, the stockholders of NYSE and Euronext approved a merger of the
two exc hanges and on February 14, 2007, the SEC approved the merger. -Also, in January 2007, NYSE
announced it had acquired 5% of the National Stock Exchange of India and announted an alliance with
the Tollyo Stock Exchange. Consolidation of our competitors into larger, well-capitalized organizations
may cn:ate substantial or increased competition to us through costs reductions or other efﬁmencnes

In July|2006, PHLX completed a transaction in which Citadel Derivatives Group LLC, Meigill Lynch,
Citigroup, Credit Suisse, Morgan Stanley, and UBS collectively acquired 89% of PHLX’s outstanding
shares.|In addition, in January 2007, AMEX announced that it had hired Morgan Stanley to advise it on
plans to become a for-profit company in preparation for a potential stock offering or merger with
another exchange. On February 9, 2007, CBOE announced that it filed a registration statement with the
SEC a.l. part of its demutualization process. The demutualization process would result in the conversion
of meraberships into shares of common stock and provide the ability to pursue an initial public
offenn'g Our competitors’ ability to raise capital through equity issuances may pose increased
competmon to us as they may be able to offer better prices, upgrade their infrastructure, or make other

competmve changes to thetr offering to market- parttcnpants ' ) ‘ E

On September 7, 2006, Nasdaq announced plans to introduce an equity and index options market in the
third quaner of 2007 offering price/time priority. Nasdaq entered the options market in April 2006 with
its anr, oouncement that it would provide connecovuy and order routing to options exchanges.. - '~
Subseu:luent]y, in January 2007, Nasdaq filed ‘proposed rules for its options market with the SEC. Due
to the denvatwes industry’s rapid and continuing volume growth, new entrants to our marketplace may
pose additional competition to us. .

On O tober 17, 2006, the CME and CBOT announced they had signed a definitive agreement to merge to
creatclan extensive and diverse global derivatives exchange. In January 2007, the IntercontinentalExchange,
an elo‘u-omc energy marketplace, merged with the New York Board of Trade, a leading soft commodity
exchaage In November 2006, NYMEX, completed its initial pubhc offering, raising a.pproxmwtely $300
mllh()[l While these exchanges do not directly compete with us, they may expand their offerings as a result
of obtatmng leverage and efficiencies fmm their mergers or capltal raising to expand into our marketplace

"!

Equities M arket Competition

..

We face substannal competition in our new equities busmess Our direct competttors for trading listed eqtuty
* securities tnclut'le NYSE Arca, Nasdag, AMEX and regional exchanges. We also compete with electromc
commmncatlona networks, 6r ECNs, and alternative trading systems such as POSIT, Plpehne Tradmg, BATS and
Liquidnet. The=e compentors are not régistered securities exchanges, which allows them to operate with'less
regulatory over. nght than we do, prowdmg them with greater flexibility to respond to'changes in the markets or
economic envit onment_ In addition, some of our competitors in the equities market have rccapttahzed their equity
platforms with the addition of i investors or the tntroducuon of new tmuatlves‘ Some recent developments include:

- Inh Iy 2006, CBOE anncunced that it was partnering with IB, LaBranchie & Co Inc., Susquehanna
Interllanonal Group, LLP, and VDM Specialists, LLC to launch the CBOE Stock Exchange LLC,a
new .,qutty securities trading' marketplace offering a hybrid market model that will combine elements
of both screen and floor-based trading. This new exchange is expected to launch in early 2007

In July 2006, Chlcago Stock Exchange announced the closmg of a transaction involving an 1nvestment
by Bank of America Corporation, Bear Stearns, E*TRADE Financial Corporation and Goldman, Sachs
& Cb. totaling $20 million i in the aggregate in exchange for minority equity stakes in CHX' Holdmgs
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» In September 2006, NSX announced that each of Bear Stearns, Bloomberg Tradebook, Citigroup,
Credit Suisse, Knight Capital Group and Merrill Lynch, purchased a  minority interest in NSX
Holdings, Inc., which amounts in aggregate to just over 50% of the voting stock of its parent comnpany,
NSX Holdings.

* In September 2006, Lehman Brothers, Credit Suisse, Morgan Stanley and Lune Brokerage each
acquired a minority stake in Missouri-based ECN operator Bats Trading, Inc. The BATS platform,
designed to handle high-speed, high-volume and anonymous algomhnuc tradmg for broker-dealers,
launched in January 2006.

* In November 2006, BSE, along with Citigroup, Credit Suisse, Fidelity Brokerage, Lehman Brothers
and Merrill Lynch, launched Boston Equities Exchange, a new electronic equities market. In addition,
on February 27, 2007, BSE announced plans to restructure as part of a demutualization process to
convert BSE to a for-profit-entity.

+ On January 19, 2007, Nasdaq announced that it will be rollmg out an execution strategy that allows
traders to post hidden orders that auto-execute at the mldpomt of the NBBO

Technology

We operate a fully-clectromc exchauge for muluple asset classes, mcludmg options, equities and alternative
derivatives. We maintain three distinct trading systems which share elements of a commeon technology
infrastructure. At the core of each of our trading systems is a matching engine, each with distinct characteristics
unique to the market structure of options, equity and alternative derivatives trading.

Technology is fundamental to our overall business. We are committed to the ongoing development,
maintenance and use of technology and to providing our exchange members with techrological sotutions. Qur
technological initiatives are focused on continuing to leverage a mix of internally developed and externally
obtained technology to support product diversification as well as open and low-cost access to our trading
systems. In addition, our recovery capability, techrology management and technology partnershlps help to
protect and maintain our technology environment,

Our trading systems share the following technology infrastructure:
*  Connectivity

Currently, we offer several ways for our exchange members to connect to our exchange: (1) PrecISE
Trade is 2 Windows-based application for entering orders and viewing market information, which is
used by broker-dealers for order entry and management; (2) an open API that enables our exchange
members to develop their own proprietary trading applications or to purchase trading applications from -
third-party providers and connect those applications directly to our central exchange system to'send
orders and quotes and to receive trade information directly from us; and (3) an order routing interface
that enables our exchange members to connect their order routing engines directly to our exchange.

- Exchange members may order their own dedicated circuits to us, using théir telecommunications
carrier of choice. In addition, we maintain arrangements with specialized service providers that have
high capacity circuits into us, offer bandwidth to firms seeking connectivity to us and also offer data
services on a global scale. Exchange members may also use their existing broadband Internet service to
connect to us using a virtual prwate network, which enables our EAMs to establish a secure connection
for routing orders over the internet using encryption software. Finally, exchange members can connect
via order routing service bureaus using their own connections directly 1o us,

*  QOrder Routing System
Our order routing system allows our exchange members, as well as order routing service bureaus, to
connect, submit orders and receive execution reports from our central exchange system in their
preferred message formats and communications protocols. We offer a FIX-compliant order routing N
interface. FIX, or Financial Information Exchange protocol, is an open message standard that supports
the real-time electronic exchange of securities transactions. In addition, exchange members with umque
order routing systems, may utilize a protoco! conversion facility provided by us.

18




i

i
!

t . A
. I

e Survet'lh nce System . o : . P o . .,l

The sun elllance system, developed by our mtemal development team, is an automated systemlthat .

‘ fnonitort; marketplace activity and alerts our surveillance staff to unusual trading activity and potentla.l

! v1o]atrorlls of ISE and SEC trading rules; based on pre-defined criteria. The system-has a “drill’ down ’
B 'capahrlny that allows our surveillance staff to view transactional level information for research and
analysrs.purposes Because the operation is fully automated, data can be collected quickly. Mass1ve
amounts of data is processed darly and deposned in our market data repos1tory o |

el i.'l
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Al com ponents of our technology mfrastructure are redundant acToss two sites; one located in
,downtown Manhattan and the other located in Jersey Ctty New Jersey. We have unmterrupnble power
~.~ supply. and generator backup in both locations. Our aim in developing the recovery system is to recover
‘ qulckly from any failure and to continue to.operate with minimal interruption. We did not expenence .
i, any market outages during 2006. While we cannot be certain that we will not experience market
. outages or periods of insufficient systems capacity in the future, we conduct ongoing quality assurance
.+ . - testing (ff application functionality as well as capacity testing and end-to-end testing of network and
operational procedures. Our disaster recovery. capabilities are tested at least twice a year and we
evaluaté| our data centers and our backup and recovery needs on an ongoing basis. 'l
»  Technology Management Ao o o . ;ﬁ L

. Recovery Capabtltty

While we have purchased or hcensed certatn software components related to the operatlon of cl)ur
exchange the 139 employees in our technology group develop, operate, maintain and enhance'our
technoltlgy, including licensed and purchased technology as well as the elements of our technology that
we have, built ourselves. For example, the enhanced functionality that supports survelllance, _ 'si| .

.

.l combm.mon ordet execution, including “Buy-Writes,” our equity tradmg system, including MFM and ‘

our dtspllayed market, and several market operanons and system management tools were developed and
tmplemt nted by our 1nternal software development team. A

For both our own technology and the technology that we have obtatned from. others we are res'ponsrble :
for computer and network operations, capacity planning, technology architecture design, security
I~ administration, network planning and design; projéct management, change management and techmca]
‘ snpport| quality assurance, systems administration, product development and a number of other
functior's relating to our technology and its infrastructure. We obtain product support for certmn
compon'ents from thn’d partles both software and hardware supphers which complement our mternal
" support ‘teams. i . ‘

" ) . . . L Co e N . ':j L. l[
Opttons Tradmg.S'ystem ot B L L ' i
. Our options 1radmg system or OTS is the heart of our opnons marketplace processmg quotes from rnarket

ey A

: makers receiving|orders from EAMs, trackmg activity in the underlying markets ‘executing trades in the .

matchrng engine .|md broadcasttng trade details to participating exchange members Utilizing our lﬂ
telecommumcattons network with mulnple links over diverse routes, our OT: S also performs numerous Other
functions, 1ncludt|ng receiving market data feeds, reportmg real-time lrades and quotes to OPRA for ‘:}
dissemination to inarket data vendors, and transmitting a record of all lradtng actlvrty to OCC for clearmg and i
settlement purpos'es Our OTS consists of multiple Hewlett-Packard, or H-P, servers and uses clustered ]
databases, provrd_ ng relrabrllty, conﬁguratlon ﬂexlbrhty and scalabtllty to handle hrgh volumies of transictions.”
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We have embedded an allocatlon algonthm in our tradmg systermn that has been specrally desrgned for the -
electronic tradmg of options. Our algonthm manages trading in-each individual options series so that all

customer orders zre executed before any orders submitted by market makers or broker-dealets t:radmg for their .
. ‘l

' Allocatzan Algonthm




own accounts. Following execution of all customer orders, market makers and broker-dealers are prioritized
based on size, rather than time, and are allocated a portion of the trade proportionally to the size of their quote or
order. Our bifurcated treatment of customer and broker-dealer orders enables us to attract significant volumes of
customer order flow while also incentivizing market makers to quote significant size. The result has been depth
and liquidity that have been unprecedented for an options exchange. Other exchanges, however, are also adopting
methodologies like ours. '

OMX

All of our exchange members have their options orders matched using exchange trading technology
developed by us for our exchange in collaboration with OMX (US) Inc. and its affiliates, collectively OMX.
OMX specializes in developing electronic exchanges and has delivered electronic trading systems to a number of
international exchanges and clearing houses. Our options trading system is an enhanced version of one of OMX's
standard applications, modified to include functionality we designed to accommodate the complexities of options
trading strategies and U.S. securities regulations. We currently have two main contracts with OMX-—a Delivery
and License Agreement, where OMX granted us a license to use its exchange software and trading application
for equities products based on cash and derivatives, as well as for derivatives on fixed income, currency and
commodities; and a Support Agrocment where OMX provides us with customer service, support and
enhancements to the software.

Innovations in the fields of technology distinguish our model and our strategic vision involves continued
and aggressive investment in our electronic platform. To this end, on September 28, 2006, we entered into a new
binding agreement with OMX. This agreement provides for a period of exclusive dealings with OMX and the
general terms and conditions which will be contained in definitive agreements pursuant to which OMX will
develop, deliver, and license certain cxchange application software and related technology to us and provide
customary on-going maintenance and support services. This new software license is intended to replace our
current OMX license. The new license will allow us to use OMX’s technology and software in the U.S. for
derivatives on cash equities, fixed income, currency and commodities, as wéll as cash equities. We will pay a
total license and development fee in the range of $5. 2 million to $11.8 million, based on the scope and
complexity of the devclopment effort.

The term of the new license is 99 years We may terminate this arrangement if prior to acceptance of the
software: -~ - C )

. * thereis any fundamental change to the OMX’s software or technology,;

* . OMX determines to cease the commcrcnal development or ceases to make material progress towards
the commercial development of the software and technology; or

* OMX commits a material breach of any provision of this arrangement and fails to resolve such breach
within a reasonable time after receiving notice.

If we terminate the agreement, then we will be obligated to pay OMX all amounts accrued. In addition, we
have the right to opt out of the arrangement if we undergo a merger or acquisition on or before a specified date or
if OMX undergoes a change of control. If we opt out under those circumstances, then OMX will retain fees
accrued to them and we will pay a pre-determined opt out penalty fee.

Equity Trading System

ISE Stock Exchange is a completely electronic marketplace, with state-of-the-art, patent-pending
technology to ensure a very low-latency trading environment. Qur equity trading system, or ETS, consists of
multiple H-P servers and utilizes advanced clustering technologies to ensure high availability. The system is
highly scalable to handle high transaction and market data volumes. The ETS has high-speed interfaces to the
Depository Trust and Clearing Corp., or DTCC for the clearing and to the Socuntles Information Processors to
report quotes and trades.
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ISE Stock E:tchange offers two primary capabilities on one platform . : Al

- MPM i l:l- an exchange-based, non-displayed market. Members can use MPM to trade eqtutres
" instantzneously at the midpoint price of the NBBO. * : o .‘} .

. “Dtsplayed Market" isa fully-electromc dlsplayed market of the Best Bid and Offer tradmg the .
common stocks and ETFs listed on the NYSE, NASDAQ, and AMEX. S f :
ISE Stock Exchange is currently the only dual structure platform that integrates a non-displayed market
commonly refemd to as a dark pool, with a fully displayed stock market. While the ISE Stock Exchange offers a
multitude of order types, members can take advantage of the interaction between the two liquidity pools,

prov1dmg further'opportumttes to maxnmae execution quality. Coe ‘. , J,t

The display:d market is comphant with Reg NMS, which we expect to be 1mplemented in March of 2007

R o 1 . i

-

Alternative Maritets o v o . i 1

Our alternalive markets business currently consists of an events market trading platform known as
Longitude. Longttude owns the patented Parimutuel Derivative Call Auction, or PDCA technology- that powers
the OTC auctions in economic and energy derivatives. PDCA technology, operates through Longtrade a
web-based order|entry interface that allows customers to enter orders in the auctions that in tum access'the
algorithms runmlng on the Longitude Trading Platform, or LTP. While the’ aucuon is open, LTP calculates the
pricing and order fills that maximize cleared volume on an indicative basis. As new orders are accepted these
prices and fills are updated and reflected to customers Once the auction has closed, final pricing and order fills
are provided and| the resulting trades are settled through normal back office processing. After the underlying
outcome is knov'm the financial intermediary pays out those options ‘that have expired in the money. '

'Regulahon o - : I

"Federal secunnes laws have estabhshed a two-tiered system for the regulanon of securities markets and
market partrcrpants The first tier consists of the SEC, which has primary responsibility for enforcing § federal
* securities laws. The second tier consists of SROs that have regulatory responsibility over their broker-dealer
members. SR0=| are non-governmental entities that must register with, and are regulated by, the SEC. ISE is an
SRO registered 'under Section 6 of the Securities Exchange Act of 1934, as amended, or the Exchange "Act, asa |
“national securiies exchange.” ) . ) ’

. i

SROs in the securities mdustry are an essential cornponent of the regu]atory scheme of the Exchange Act for
providing fair and orderly markets and protccnng investors. In general an SRO is responsible for regulating its
members’ throug'vh the adoption and enforcement of rules governing the business conduct of i its rnernbers The
rules of the exchange must also assure fair representatron of its members in the selection of i its directors and
administration of its affairs, and, among other things, provxde that one or more directors be representative of’
issuers and mvc'stors and not be associated with a member of the exchange or with a broker or dealer. |
Additionally, tte rules of the exchange must be adequate to ensure fair dealing and to protect mvestors and may
not impose any || burden on competition not necessary or appropriate in furtherance of the purposes of the ..
Exchange Act. : : ‘ R T g o

[

—

To be regrstered as a national securmes exchange exchanges must successfully undergo a ngorous
application and review process w1th the SEC before beginning operattons Among other things, the SEC must
.determine that- .he exchange is orgamz.ed has the capacity to carry out the purposes of the Exchange 1F\ct can
comply with, aad as an SRO, enforce comphance by its members and persons associated with its members, with
the provisions of the Exchange Act, it mles and regulations and the rules of the exchange Although we were -,

* founded in September 1997 for the purpose of developmg the ﬁrst all-electronic options exchange in ‘the U.S., we
did not obtain {SEC approval to begin operations until February 2000. Prior to our approval for reglstratton the
SEC had not approved the registration of a national securities exchange since 1973., .{' N '
1
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As a registered national securities exchange, virtually all facets of our operation and corporate structure are
subject to the SEC’s oversight, as prescribed by the Exchange Act. The Exchange Act and its rules impose on us
many regulatory and operational responsibilities, including the day-to-day responsibilities for market and broker-
dealer oversight. We are also subject to periodic and special examinations by the SEC. Furthermore, we are
potentially subject to régulatory or legal action by the SEC or other interested parties at any time in connection
with alleged regulatory violations. The SEC also has broad enforcement powers to censure, fine, issue
cease-and-desist orders, prohibit us from engaging in some of our businesses or suspend or revoke our
designation as a registered securities exchange or the registration of any of our officers or employees who violate
applicable laws or regulations.

We have been subject to a number of routine reviews and inspections by the SEC. To the extent such actions
or reviews and inspections result in regulatory or other changes, we may be required to modify the manner in
which we conduct our business, which may adversely affect our business. Actions by the SEC can also result in
us incurring additional costs for regulatory resources and technology. To date, none of the findings from such
revnews and inspections have had a material meact on our business or operation,

Regulatory Responsibilities

Section 17(d) of the Exchange Act and the related Exchange Act rules permit SROs to allocate certain
regulatory responsibilities to avoid duplicative oversight and regulation. Under Exchange Act Rule 17d-1, the"
SEC designates one SRO to be the Designated Examining Authority, or DEA, for each broker-dealer that is a
member of more than one SRO. The DEA is responsible for the financial aspects of that broker-dealer’s
regulatory oversight. We require that all of our members also be members of at least one other SRO, and we are
not designated as the DEA for any of our members.

Surveillance and Enforcement

As an SRO, we engage in extensive regulation and monitoring of our members as well as trading activities
in order to ensure market integrity. We believe our exchange is exceptlonally ‘well-regulated, which is vital to
attracting and retaining market participants.

We expend considerable time, financial resources and effort to ensure that our internal rules and regulations’
conform to regulatory “best practices” within the securities exchange industry and within the regulatory regime
overseen by the SEC. In order to support our efforts and those of our market participants to comply with -~ .,
applicable law and our own exchange rules, we have developed our own automated market surveillance system
to monitor market activity on our exchange. We have 11 dedicated full-time professionals that operate the
surveillance system and are responsible for conducting all aspects of the daily surveillance of trading and market
activities, including among other things, monitoring trading on the exchange, reviewing trading alerts and
reports, and conducting investigations into potential violations of our rules and federal securities laws.

As part of the self-regulatory process, disciplinary matters, other than minor matters covered by our Minor
Rule Violation Plan, are reviewed by our Business Conduct Committee, on which our members serve. To date,
all surveillance-related disciplinary matters initiated by us have been settled. However, we may incur significant
financial costs and expend considerable human resources in connection with our surveillance and enforcement
obligations, particularly to the extent we bear responsibility for prosecuting cases or proceeding against our
members. Due to our status as an SRO, we have a statutory duty to allocate the necessary resources to these
functions, and this may limit our ability to dedicate funds and human resources in other areas.

" We are also a participant in the Intermarket Surveillance Group, or ISG. The ISG is an information-sharing
cooperative governed by a written 'agreement. The ISG is not subject to regulatory oversight, nor does it file rule
changes with the SEC or seek SEC approval when it considers requests from securities or futures exchanges to
become a member. The purpose of the ISG is to provide a framework for the sharing of information and the
coordination of regulatory efforts among exchanges trading securities and related products to address potential -
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intermarket manipulations and trading abuses. The ISG participants have previously agreed to allocate
responsibility for conducting certain overlapping investigations to a single exchange and are likely to continue to
do so in the future To the extent that allocation of responsibility for conducting investigations, or allocauon of
costs related to ¢ anducung certain investigations, is based upon market share, it may be necessary for us to add -
additional surveillance staff and our regulatory expenses-may otherwise increase if we continue to maintain and

|
gain market shar: in existing and additional products. . . ‘

Regulatory Agreements o C : . : L ARt

Exchange-Act Rule 17d-2 permits SROs to enter into agreements, commonly cal]ed Rule 17d-2 agreements.
approved by the SEC with respect to enforcement of common rules relating to common members. We have
entered into two such agreements. First, we are a party to a joint industry agreement under which we are relieved
of regulatory respons1b111ty for enforcing rules relatéd to options sales practices. Second, we have entered into an
agreement with lhe National Association of Securities Dealers, or NASD, under which we are relieved of
regulatory responsnblhty for enforcing rules related to equity sales practices and certain other non- -market related
rules. For those llr:gulatory responsibilities that fall outside the scope of the Rule 1'7d-2 agreement, we retain full .
regu]atory respo; nsnblhty under the Exchange Act. We perform most of those functions internally. However, we
have entered mto two regulatory services agreements for the performance of certain functions. First, we have an
agreement with 1he NASD pursuant to which NASD personnel operate as agents for us in performing certain
regulatory functi ons, such as conducting investigations and prosecuting formal disciplinary actions upon our
request. In all sulch cases, we supervise the NASD’s activities and continue to bear ultimate regulatory !
responsibility. Our ability to rely on NASD personnel for assistance with these regulatory functions and services
has altowed us to avoid what-would otherwise have been necessary increases in related staff and overhead.
Second, we havtl entered into a joint agreement with the other options exchanges for conducting insider trading
surveillance, but, continue to monitor the activities conducted under the agreement and continue to have
regulatory responsibility in this area.

i

Options In:ermarket Linkage Plan

We are par: of the Options Intermarket Linkage Plan, which is designed to facilitate the routing of orders
among exchangul,s to create a national market system as mandated by the Exchange Act. One of the principal
purposes of a nauonal market system is to assure that brokers may execute investors’ orders at the best market
price. The Optlc-ns Intermarket Linkage Plan requires the options exchanges to avoid trade-throughs, and
provides markel parucrpants with electromc access to the best pnccs among the opt.lons markets. .

1.

Options Listing Procedures Plan

We are alsiy a party to the Options Llstmg Procedures Plan, whjch sets forth the procedures that the opnons ‘
exchanges must|follow to list new.options. ' |

Indushy Associations o : T ‘ *

. Atthe l]mr that we commenced operating the exchange busmess in 2000, we obtained a one-ﬁfth interest in
OCC for an aggregatc price of approximately $1.0 million. OCC is a counterparty for all options contracts traded
on ISE and other U.S. securities exchanges, representing substantially all of the exchange listed options contracts
traded in the U. S OCC issues and guarantees substantially all of these. In the absence of being either a
SEC-registered exchange or a facility of a SEC- registered exchange, a trading venue will not be eligible to clear
trades through ()CC We transmit to OCC a record of all trading activity for clearing and settlement purposes via
our central exclllange system, using our telecommunications network. As a result of our ownership, we have a
representative cln the board of OCC. CBOE, AMEX, NYSE Arca and PHLX share ownership of occ with us in
equal pI'OpOI‘th as. Since the acquisition of our one-fifth interest in QCC, OCC has modified its rules to require
any new exchange seeking to clear options through OCC in the future to only acquire preferred stock, and
therefore any niw OCC stockholders will not obtain ownership rights in OCC equivalent to ours.
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We also have an agreement with DTCC, Through its subsidiaries, DTCC provides clearance and settlement

services for our equities business. In addition, we are a participating exchange in a number of industry plans for
the consolidation and dissemination of quotes and last sale information for options and equity securities. Each of
the plans sets forth a system for reporting information to be administered by the participant exchanges through a
committee consisting of representatives of the participant exchanges. Specifically, we are a participant in:

¢ the OPRA Plan, which covers quotation and last sale information for listed options;

» the CTA/CQ Plans cover quotation and last sale information for stocks listed on NYSE, AMEX and
regional exchanges; and

« the OTC/UTP Plan covers quotation and last sale information for securities listed on Nasdaq.

3

Recent Regulatory Developments
Reg NMS

In Apr{I 2005, the SEC adopted Reg NMS, which addressed order protection, intermarket access, sub-penny
pricing and market data. Reg NMS specifically addresses the equities marketplace and does not apply to the’
options exchanges. See “—Industry Landscape—Issues Confronting the Securities Industry—Developments i m
the Equities Industry—Regulation NMS” within this Item.

1

Proposed Merger of NASD and NYSE Regulatory‘F unctions - . = 1

- "The NYSE and NASD have announced their intention to merge member firm regulatory furictions. We do’
not currently perform any of these regulatory functions as discussed above, and therefore this proposed merger
will have no direct effect on our regulatory program or business.

Inteliectual Property
Patents

In order to protect our technology, we file patent applications for unique features of our central exchange
system. Currently, we have rights to three U.S. patents that relate to certain aspects of our central exchange
system entitled (1) automated exchange for trading derivative securities, (2) automated exchange for matching
bids between a party and a counterparty based on a relationship between the counterparty and the exchange and
(3) methed and apparatus for setting a price for a security on an automated exchange based on'a comparison of -
prices on other exchanges. These are U.S. Patent Nos. 6,618,707; 6,405,180; and 6,377,940, respectively. In
addition, we have rights to four pending patent applications in the U.S. In addition, we have rights to one U.S.
patent relating to Longitude, entitled “Financial Products Having Demand-Based Adjustable Returns, and
Trading Exchange Therefor”, U.S. Patent No. 09/448822.

In addition, we vigorously enforce our intellectual property rights. For example, on November 22, 2006, we
filed a complaint in the District Court against CBOE for its infringement of U.S. Patent No. 6,405,180, entitled

“Automated Exchange for Matching Bids Between a Party and a Counterparty Based on a Relationship Between .

the Counterparty and the Exchange.” We have asked the District Court to enter jiidgment that CBOE’s activities
infringe on the patent, to order CBOE to cease infringement of the patent, and to pay to ISE adequate damages to
compensate ISE for CBOE’s infringement. On January 30, 2007, CBOE filed a declaratory judgement action in
the U.S. District Court for the Northern District of Illinois seeking an order that it is not infringing ISE’s patents.
CBOE has also filed 2 motion to transfer the New York actlon to Mlifiois, or stay it perding resolution of the
Tllinois action.

Trademarks

Wé own or have licensed rights to the product names, trade names and trademarks that we use in
conjunction with our services. We have registered many of our most important trademarks in the U.S. and in
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foreign countries. These include International Securities Exchange® our globe logo design, ISE"!J PMM®,
EAM®, PrecISl Trade®, PrecISE Trade logo design®, Midpoint Match™, MPM™, ISE Stock Exchange™, ISE
Stock™ and [.(mgntude® Registration applications for some of these marks are pending in the U.S. and in
foreign countri¢s. In addition, we own a number of registered U.S. trademarks or service marks which are used in
our operations: Other trade names, service marks, trademarks and registered trademarks that are not propnetary
to us, are the property of their respective owners.

Marketing andl Advertising

Our marketing strategy is designed to develop and promote new and existing products, promote the highest
level of service|available to market participants, enhance the industry’s perception of us as offering the highést
level of customler service and operational reliability and to establish affiliations with local players in overseas
markets. Our marketmg division consists of 14 dedicated professionals who oversee all aspects of managing the
ISE brand, cusfomer education, business development, member relations and new product 1mnanves

Since our mccpnon we have sought to position ourselves within the options industry as the perfect options
trading nmrketplace where customers, market makers and broker-dealers enjoy the benefits of deep, liquid
" markets, tight spreads and lower costs. We have adopted a similar strategy for building and developing our
equities business. We have implemented a broad range of marketing initiatives in furtherance of these objectives.
Our current marketing activities include branding, advertising in print, outdoor media, internet and direct mail,
" direct interacti(:m with market makers through events we organize and maintenance of a corporate website. Our
marketing campaigns for both equities and options, which features several advertisements that have received
awards by the ]*manmal Communication Society, have been targeted primarily to traders and other decision
makers within the financial community who control order flow.

Employees '

As of Deczmber 31, 2006, we had 216 full time employees. Of our employecs at that time, 139 were engagcd in
supporting, mamtammg and developing our technology infrastructure and our market operations with the remainder
‘providing man‘lgenal finance, marketing and legal expertise. None of our employees is subject to collective
bargaining agre'ements or represented by a union. We consider our relations with our employees to be good.-
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Item 1A. Risk Factors.

As a holding company, we are totally dependem on dmdends Jrom our operating subsidiary to pay dividends
and other obligations.

We are a holding company with no business operations. As a result, we must rely on payments from our .
subsidiary to meet our obligations. In March 2006, we declared our first regular quarterly dividend. We currently,
intend to continue paying regular quarterly dividends to our stockholders. We currently expect that the earnings .
and cash flow of our subsidiary will primarily be retained and used by it in its operations, including servicing any
debt obligations it may have in the future. Accordingly, our subsidiary may not be able to generate sufficient cash
flow to pay a dividend or distribute funds to us in order to allow us to pay a dividend on or make a distribution in
respect of our common stock. Moreover, future credit facﬂmes, other future debt obligations and statutory
provisions, may limit our ability to pay dividends.

Our busmess is primarily transaction-based, and decreases in contract tmdmg volume would harm our ) [
business and profitability. o !

Our net transaction fees accounted for approximately 71% of our gross margin for the year ended
December 31, 2005 and approximately 75% of our gross margin for the comparable period in 2006. Our contract
trading volume is dependent on the cash equity markets. In the event that a stock or index does not trade for any .
reason, our options on that stock or index will not tradeé, and, as a result, our revenues will suffer for that period. - i
Also; equity trading volumes correlate with equity options trading volumes. Declines in the volume of stock or .
index trading may negatively impact market liquidity on our exchange, which would result in lower transaction-
based revenues. Accordingly, our revenues and profitability are likely to decline significantly during pericds of
stagnant economic conditions or low trading volume in the U.S. and global financial markets. h

We derive our transaction-based revenues only from trades executed on behalf of broker-dealers and not
from trades executed on behalf of their non-broker-dealer customers (i.e., institutional and individual investors)
.except premium preducts. A decline in trades executed on behalf of broker-dealers would adversely affect our
-revenues even if trades executed on behalf of institutional and individual investors were stable or increased.

See also “—Maikét fluctuations, industry dynamics and economic and political factors beyond our control
could reduce demand for cur services and harm our business, and our profitability could suffer.”

We derive a substantial portion of our net transaction fee revenues from a few significant exchange members,
who, as a group, may exert control and influence over our business and operations.

Historically, we have generated a substantial amount of our net transaction fee revenues from a few
significant exchange members. For example, our 10 largest exchange members and their affiliates accounted for
77.4% of our net transaction fee revenues for 2006 and 79.0% of our net transaction fee revenues for 2005. For
2006, Goldman, Sachs & Co. accounted for 16.1%, Citadel Investment Group LLC accounted for 12.2% and
Interactive Brokers Group accounted for 10.9% of our net transaction fee revenues. For 2005, Citadel Investment
Group LLC accounted for 14.9% and Goldman, Sachs & Co. for 13.9% of our net transaction fee revenues.

If any of these significant exchange members substantially reduce their trading activity on our exchange for
any reason, our profitability could be adversely affected. In addition, our exchange members consist almost ‘
entirely of financial services institutions. The number of these institutions has decreased in recent years as a
result of a high degree of merger activity within the financial services industry. If any of our existing or future |
-exchange members are affected by continued consolidation within the financial services industry, our revenues |
might become concentrated in an even smaller number of exchange members. ‘

Our exchange members, as a group, control and influence our business and operations in numerous ways, .
including the following:

* PMM and CMM exchange members have “core rights” that require us to obtain their approval in order
to increase the number of authorized PMMs or CMMs on our exchange. While we have no current
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inteni 1on to request an increase in the number of authorized PMM and CMM trading nghts itis
unpcr'tant to note that we have, in the past, generated substantial income from the sale of exchange
membershlps That being the case, with respect to current authorized but unsold PMMs or CMMs, we
antici pate selling all of the remaining unsold 10 CMM trading rights and may effect such sales at any
time (although we do not expect to generate material future income from the sale of new exchange
membershlps) At this time, we have no present agreements with any entity with respect to the
purchase of CMM trading rights and cannot assure you that any such sales will occur.

* Inadiition to their limited right to vote on certain of our corporate governance matters, our exchange
mcmoers engage in trading activities that constitute a primary source of our revenues. Our dependence
on our exchange members for revenues gives them substantial influence over how we operate our
busir ess. )

PMM and| CMM trading rights, which represent the right to trade on our exchange and certain limited voting
rights, have sull)stantial independent value. The amount of income that exchange members derive from their
trading acuvmu,s on our exchange and the value of their trading rights is, in part, dependent on the fees they are
charged to acon :ss and trade on our exchange and the rules and market structure of our exchange. As a result,
holders of our .,ommon stock who are not also exchange members may not have the same economic interests as
holders of our: ,ommon stock who are also exchange members. In addition, our exchange members may have
differing mterests among themselves depending on the role they serve in our markets, their methods of trading
and the products they trade. Consequently, exchange members may advocate that we enhance and protect their
Iradmg oppommmes and the value of their exchange memberships over their economic interest in us as
stockholders. ln addition, exchange memberships, which entitle our exchange members to core rights, could be

. used to mﬂuence how our business is changed or developed, including how we address competition and how we

seek to grow our volumc and revenue and enhance value for our stockholders.

Our cost struclure is Iargely fixed. If our revenues decline and we are unable to reduce our costs, our
profitability will be adversely affected.

Our cost structure is largely fixed. We base our cost structure on historical and expected levels of demand
for cur products and services. If demand for our products and services and our resulting revenues decline, we
may not be able to adjust our cost structure on a timely basis. In that event, our proﬁtabﬂ:ty would be adversely
affected. .

1 . -t

We face subsaumal competmon that could negauvely impact our contract tradmg volume and our
profitability. | - A

The ﬁnan'cial services industry and, in particular, the options tradin'g business in which we engage are very
competitive, and we expect competition to continue to intensify in the future. Our current and prospective
competitors, both domestically and internationally, are numerous. They include securities and securities options
exchanges anc] futures exchanges. Other companies have entered into or may form joint ventures or consortia to

© provide services similar to those prowded by us. Others may become competitive with us through acquisitions.

) Consoliditions and alliances among our current cornpentors may create larger liquidity pools than we offer.
The resulting I’a.rger liquidity pools may attract orders away from us, leading to a decline in our trading volumes
and liquidity whlch would result in decreased revenues. In addmon, consolidations or alliances among our
current compelutors may achieve cost reductions or other increases in efficiency, which may allow them to offer
better prices or services than we do. At this time, it is unclear what effect, if any, these consolidations and _
alliances will ulnmately have upon the competitive landscape of the options industry if exchanges become part of
larger, well-cclpltahzed organizations.

* Many of our competitors and potential competitors may have greater financial, marketing, technologlcal and
personnel resources than we do. These factors may enable them to develop similar products, to provnde lower
i
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transaction costs and better execution to their customers and to carry out their business strategies more quickly
and efficiently than we can, any of which may result in a decrease in our market share. Qur competitors may:

» respond more quickly to competitive pressures due to their corporate structures, whlch may be more
flexible and efficient than our corporate structure;

+ develop products that are preferred by our exchange members;

+ develop risk transfer products that compete with our products;

« price their products and services more competitively; ‘

. develob and expand their network infrastructure and service offerings more efficiently; .
« utilize better, more user-friendly and more reliable technology; )

* consolidate and form alliances, which may create higher volume, cost reduction and better pricing than
we offer;

¢ more effectively market, promote and sell their products and services; and

* better leverage existing relationships with customers and alliance partners or exploit better recognized
brand names to market and sell their services.

In addition, our competitors may seek to attract contract trading volume from us through internalization of
order flow and preferencing practices. Intemalization of order flow occurs when a broker-dealer trades against its
own customers’ orders. Preferencing allows order entry firms to direct order flow to certain market makers. °
Currently, our rules permit our exchange members to trade with a certain percentage of their own customers®”
orders after an auction in which other exchange members have an opportunity to participate in that trade. If other
exchanges succeed in amending their rules to permit order flow providers to internalize a higher percentage of
customer orders than we can now permit, those exchanges may succeed in attracting contract trading volume and
revenue from us before we are able to amend our rules and/or make system adjustments. In addition, if other
options exchanges are more successful in attracting preferenced orders, this may result in a decrease in our
market share. See “Business—Industry Landscape.”

N

We Jace substanual compemron Jrom well-established competitors that could negaavely lmpact our contract
trading volume and profitability.

We currently face substantial competition from the five other options exchanges now operating in the U.S.:
CBOE, AMEX, PHLX, NYSE Arca and BOX. While we benefited from an initial advantage due to our low-cost,
all-electronic model, that advantage has begun to dissipate and will continue to dissipate. All exchanges now
have some form of an electronic trading system, some of which operate in tandem with a physical trading floor.
These changes in their operations threaten to curb the growth of our contract trading volume or decrease our
contract trading volume. For example, CBOE launched its CBOEdirect HyTS platform, which allows market
makers 1o input real-time quotes into its electronic trading system. AMEX introduced its ANTE trading system
which allows non-specialist market makers to improve AMEX's quoted price and have that improved price be
displayed as the best exchange quote. In addition, AMEX implemented a new hybrid market structure, limited to
equity products and ETFs, that provides for a single marketplace that integrates automatic execution and floor-
based auction trading. To facilitate this hybrid market, AMEX implemented a new trading platform designated as
the AEMI platform. The PHLX XL is PHLX’s electronic platforms, which is similarly intended to drive down *
costs and compete with us for contract trading volume. See “Business—Industry Landscape—Issues Confronting
the Securities Industry—Competition.”

We may face additional competition from new entrants that could negatively impact our contract tmdmg ‘
volume and profitability. .

We may also be adversely affected by competition from new entrants into our markets. Competition within
the options trading industry could increase if new options exchanges are established or if existing securities
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exchanges that do not currently trade options determine to.do so. On March 7, 2006, NYSE entered our markets,
through its merg'er with Archipelago. Furthermore, Nasdaq entered the options market in April 2006 with its
announcement tllat it would provide connectivity and order routing to options exchanges. On September 7, 2006,
Nasdaq amlounced plans to introduce an equity and index optlons market in the third quarter of 2007, offering
price/time pnonty The experiences of ISE and BOX, which commenced operations in February 2004, indicate |
that the regulatory and financial barriers to entry for new exchanges are surmountable. The appearance of new -
competitors may reduce margins for all existing options exchanges, including us, and increase the importance of
scale efficiencies. ' '

Our ability to continually maintain and enhance our compeuuveness and respond to threats from existing or
new competitors| will have a direct impact on our results of operations. There is no assurance that we will be able
to continue to compete effectively. If our products, markets and services are not competitive, our business,
financial condition and operating results,will be materially harmed. In addition, even if new entrants do not
significantly erolde our contract trading volume, we may be required to reduce our fees significantly to remain
competitive, wh Ilch could have a material adverse effect on our profitability. See “Busmess—lndustry
Landscape——lssues Confronting the Securities Industry—Compenuon ?

We are depende Int on our executive o_ﬂ'icers and other key personnel, and we may not be able to execute our
current busines:; strategy eﬁecavely or recogmze and pursue new strategic opportunities and initiatives if we
lose them. :

Our future I;uc:ce:ss depends, in large part upon the mdmdual employees who represent us in dealmgs with
our exchange m: smbers, execute our business strategy and identify and pursue strategic opportunities and
initiatives. In particular, we are highly dependent on the continued services of David Krell, our President and.

'Chief Executive| Officer, and Gary Katz, our Chief Operating Officer, and other executive officers, key
employees and technical personnel who possess extensive financial markets knowledge and technology skills..
The diminution prl loss of the services of David Krell or Gary Katz for any reason, as well as any negative market
or industry perception arising from that diminution or loss, would have a material adverse effect on our business.
We have entere(l into employment agreements with David Krell and Gary Katz and all our executive officers.

" These agreements are important to the future of our business, and if we were to lose our rights under these
agreements for ; .'my reason, our business may be matenally adversely affected. We may have to incur costs to
replace key emplloyees that leave, and our ability to execute our business model could be 1mpa1red if we cannot

“replace departmg employees ina tlmc]y manner. - '

Compenuon in ou: mdustry for financial and techmcal personnel is intense. You cannot be assured that we :
would be able tc ! find an appropriate replacement for David Krell or Gary Katz or any other executive officers,
managers, key employees or technical personnel if the need should arise. We do not maintain “key persun” life -
insurance pohczn},s on any of our executive officers, managers, key employees or techmcal personnel, If we lose -
the services of alny executive officers or other key personnel, we may not be able to manage and grow our’
operations effectwely, enter new markets or develop new products. We also may have to incur significant costs .
in identifying, hmng, training and retaining replacements for departing employees. In addition, significant losses
of key personnel particularly to other options exchanges with which we compete, could have a matena] adverse
effect on our business, financial condition and operating results.

We are dependelnt on certain material contracts relating to our technology. -

We currenlly have two principal contracts, the DLA and the Support Agreement, with OMX. OMX
specializes in dmvelopmg and supporting software for electronic exchanges and has delivered electronic trading
systems to a nuinber of international exchanges and clearing houses. Under the DLA, OMX granted certain
licenses to us rclated to the use of certain software products, including the CLICK Exchange platform, which has
been adapted for our central exchange system, and CLICK Trade, a trading application for entering orders and
quotes and view mg market information. Under the DLA, OMX has also granted to us the right to sub-license the
use of CLICK Trade to our exchange members. The scope of the'DLA allows us to use the CLICK: Exchange
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platform in the U.S. for equities products based on cash and derivatives, as well as for derivatives on fixed
income, currency and commodities. OMX’s platform and software, which are the subject of various patents, form
a substantial portion of our central exchange system. The term of the licenses for the software products pursuant
to the DLA is 99 years from March 18, 1998. These licenses are integral to our business and are generally
terminable by OMX if we breach the terms of the licenses or fail to perform any obligation under the licenses,
such as maintaining confidentiality and keeping a record of all sublicenses, or fail to perform any obligation
under the DLA, including payment obligations. In the event of termination, we are required to return OMX's
platform and software and all related documentation.

Under the Support Agreement, OMX undertook to provide us with customer service and support with
respcét to our use and operation of the software that it licensed to us and also undertook to develop and deliver
corrective releases and enhancements. The Support Agreement will automatically terminate prior to its expiration
on December 23, 2010, if the DLA or the license to the software products covered by the DLA is terminated. In
addition, OMX is entitled to terminate the Support Agreement if we fail to perform any of our material
obligations thereunder, such as a default of payment that continues for 30 days.

In addition, on September 28, 2006, we entered into a new binding agreement with OMX. This agreement
provides for a period of exclusive dealings with OMX and the general terms and conditions which will be
contained in definitive agreements pursuant to which OMX will develop, deliver, and license certain exchange
application software and related technology to us and provide customary on-going maintenance and support
services. This new software license is intended to replace our current OMX license. The new license will allow
us to use OMX''s technology and software in the U.S. for derivatives on cash equities, fixed income, currency
and commodities, as well as cash equities. We will pay a total license and development fee in the range of $5.2
million to $11.8 million, based on the scope and complexity of the development effort.

_ The term of the new license is 99 years. We may terminate this arrangement if prior to acceptance of the
software:

e there is any fundamental change to OMXs software or technology;

* OMX determines to cease the commercial development or ceases to make material progress towaxﬂé
. the commercial development of the software and technology; or

» OMX commits a material breach of any provision of this arrangement and fails to resolve such breach
within a reasonable time after receiving notice.

If we terminate the agreement, then we will be obligated to pay OMX all amounts accrued. In addition, we
have the right to opt out of the arrangement if we undergo a merger or acquisition on or before a specified date or
if OMX undergoes a change of control. If we opt out under those circumstances, then OMX will retain fees
accrued to them and we will pay a pre-determined opt out penalty fee.

The premature termination of either of these agreements, or the inability of OMX to fulfill its obligations to
us due to bankruptcy, lack of liquidity, operational failure or other reasons, and the consequent loss of software
or support by OMX would have a material adverse effect on our business, operating results and financial
condition. We could be forced to spend significant time and money to replace the licensed software and services,
and we cannot provide any assurance that replacements would be available to us on commercially reasonable
terms or at all. See “Business—Technology-—Options Trading System—OMX.”

Our inability to protect our intellectual pro'perly rights or our infringement of the intellectual property rights
of others could adversely affect our business.

We rely primarily on trade secret, copyright, trademark and patent law and contractual protections to protect

~our proprietary technology and other proprietary rights. As a fully-electronic exchange, we are dependent on
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technology and related intellectual property rights, and therefore more vulherable to intellectual propeny rights
infringements. | It is possible that third parties may copy or otherwise obtain and use our proprietary technology
without authon zation or otherwise infringe on our rights. We may have to rely on litigation to enforce our
inteltectual property rights or to defend ourselves against the assertion of intellectual property rights by others.
Any such lmga tion, whether successful or unsuccessful, could result in substantial costs and diversions of
resources and the attention of management, any of which could negatively affect our business. Also, we may
choose not to enforce our infringed intellectual property rights, depending on our strategic evaluation and
judgment regai dmg the best use of our 1ntcllectua] property ponfoho and the recourse available to us.

Patents of third parties may have an important bearing on our ability to offer certain of our products and
services. Our compentors as well as other companies and individuals, may obtain or may have obtained patents
related to the t(rchnologres for trading the types of products and providing the services we offer or plan to offer.

"We cannot assire you that we are or will be aware of all patents containing claims that may pose a risk of _
infringement by our products and services. In addition, some patent applications in the U.S. are confidential until
a patcnt is 1ssuad and, therefore, we cannot evaluate the extent to which technology concerning our products and
services may be covered or asserted to be covered by claims contained in pending patent applications. In general,
if one or more 'of our products or services were found by a court to infringe patents held by others, we may be .
required to stop developing or marketing the products or services, to obtain licenses to develop and market the -
services from I;hc holders of the patents or to redesign the products or services in such a way as to avoid )
infringing those patents.

For example, on November 2, 2006, we initiated the ISE NY Action to end the exclusive listing of certain
index options. We asked the District Court to issue a declaratory judgment ordering that we do not need a license
to list index ophons on the DJITA and S&P 500 Index. Currently, these two actively-traded index options trade
exclusively on CBOE pursuant to licensing agreements between CBOE, Dow Jones, and McGraw-Hill. On
November 15,{2006, Dow Jones, McGraw-Hill, and CBOE filed a complaint against us and OCC in the Circuit
Court of Cook| County, Illinois, asking the Circuit Court to issue a declaratory judgment, among other things, that
we may not h*t index options on the DJIA and S&P 500 Index without a license from Dow Jones and McGraw- '
Hill (the “Deﬁ'ndants Action™).. On December 22 2006, Dow Jones and McGraw-Hill filed a motion to dismiss
or stay the ISE NY Action pending a decision in the Défendants’ Action. We intend to file papers in the ISE NY
Action opposmg the defendants” motion to dismiss or stay, and asking the court to stay all proceedmgs in l.he
Defendants’ Actlon while the ISE NY Action proceeds.

In addltlou on November 22, 2006, we filed a complaint in the District Court against CBOE for its
infringement of ISE Patent No. 6,405,180, entitled “Automated Exchange for Matching Bids Between a Party
and a Counterparty Based on a Relationship Between the Counterparty and the Exchange.” We have asked the
District Court to enter judgment that CBOE's activities infringe on the patent, to order CBOE to cease
infringement of the patent, and to pay to ISE adequate damages to compensate ISE for CBOE’s mfrmgement.

. Wecann nt assess the extent to which we may be required in the future to obtain licenses with respect to
patents held by others, whether such licenses would be available or, if available, whether we would be able to |
obtain such licenses on commercially reasonable terms. If we are unable to obtain licenses with respect to patents
held by others, and are unable to redesign our products or services to avoid infringement of any such patents, this
could matermlly adversely affect our business, financial condition and operating results. An adverse ruling
arising out of any intellectual property dispute could also subject us to s1gmﬁcant liability for damages

We have a shnrt operaung Iustory This makes it dgﬁ'i'cult to evaluate our future prospects, may increase the
risk that we will not canunue to be successful and increases the risk of your investment.

We began our operations as the first fully-electronic equity options exchange in the U.S. on May 26, 2000,
and therefore we have a short operating history for you to evaluate in assessing our future prospects. As a result,
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our historical and recent financial business results may not be representative of what they may be in the future.
Accordingly, we cannot assure you that our growth will continue at the same rate or at alt or that we will not
experience declines in revenue and profitability in the future.

We may have difficulty executing our growth strategy and managing our growth effectively.

We have experienced significant growth in our business activities over the last few years, which has placed,
and is expected to continue to place, a significant strain on our management and resources. Continued growth
will require continued investment in personnel, facilities, information technology infrastructure and financial and
management systems and controls. We may not be successful in implementing all of the processes that are
necessary to support our growth. Unless our growth results in an increase in our revenues that is proportionate to
the increase in our costs associated with this growth, our gross margin and our future profitability will be
adversely affected, and we may have to incur significant expenditures to address the additional operational and
control requirements of this growth.

As part of our growth strategy, we intend to continue to evaluate potential acquisition opportunities and
strategic alliances in the future. Any such transaction may be effected quickly, may occur at any time and may be
significant in size relative to our existing assets and operations. The market for acquisition targets and strategic
alliances is highly competitive, particularly in light of increasing consolidation, which may adversely affect our
ability to find acquisition candidates or strategic partners that fit our growth strategy and our investment
parameters. These transactions involve numerous risks, including, among others:

* failure to achieve financial or operating objectives;

= failure to integrate successfully and in a timely manner any operations, products, services or
technology we may acquire or combine with in a strategic alliance;

. diversi_on of the attention of managemelit and other key personnel;

» failure to obtain necessary regulatory or other approvals;

*  potential lo"ss of exchange members or personnel; and

» failure to obtain necessary financing on acceptable terms.

Failure fo manage successfully any poiential acquisitién we may make in the future could adversely affect
our growth strategy and our future profitability. We may face similar risks in managing future strategic alliances.

The up-front costs of expandmg, !mprovmg and upgrading our trading platform may not produce substantial
revenue.

We have made, and expect to continue to make, significant up-front investments in our tradjng platform,
including investments in technology, infrastructure and dedicated personnel, in order to pursue new growth
opportunities. We may incur substantial development, sales and marketing expenses and expend significant
management effort to add a new product or service to our trading platform. Even after incurring these costs, we
ultimately may not sell any or may sell only small amounts of these products or services. Consequently, if
revenue does not increase in a timely fashion as a result of these expansion initiatives, the up-front costs
associated with expansion may exceed revenue and reduce our working capital and income.

Computer systems failures or capacity constraints could harm our business.

We support and maintain many of our computer systems and networks internally. Our failure to monitor or
maintain these systems and networks or, if necessary, to find a replacement for such technology in a timely and
cost-effective manner would have a material adverse effect on our ability to conduct our operations. Qur systems
are located in downtown New York City and Jersey City, New Jersey, and the causes for the disruption at one
facility may also disrupt our systems at the other facility. In these circumstances, our redundant systems or
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disaster recovery plans may not be adequate. Similarly, although many of our contracts with our service
providers rcqum. them to have disaster recovery plans, we cannot be certain that these will be adequate or
implemented pruperly

Our systems, or those of our third party providers, may fail, provide insufficient capacity or operate slowly,
causing one or more of the following:

+ unanticipated disruptions in service to our exchange members;

+ slower response times;
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¢ delays/in our exchange members’ trade executions;

» decreased satisfaction by exchange members with our service;
. mcomplete unumely or inaccurate accountmg, recording, reporting or proccssmg of trades;
* financ lal losses; and

« litigation or other claims.

We cannot assurc you that we will not experience systems failures or penods of insufficient systems
capacity from shlortages of available bandwidth, power or telecommunications failure, acts of God, war,
terrorism, human error, natural disasters, fire, power loss, sabotage, hardware or software malfunctions or
defects, computt r viruses, intentional acts of vandalism and similar events.

Liquidity in our markets could be adversely affected by quoting in penny increments and could result in an
adverse effect on our profitability.

The listed equ1ty and index options ‘markets cun'ent]y quote in five- and 10-cent increments. The SEC has
directed the opnons exchanges to initiate a pilot program for the quoting and trading of equity options in penny
increments. This| pllot program began on January 26, 2007 and includes 13 securities. The impact of trading these
options in penny increments will be studied during the pilot program. The number of equity options and possibly
index options, quoted and traded i in penny increments may be substantially increased during the pilot program. It
is possible that all equity and index options will ¢cventually be quoted and traded in penny increments: We cannot
predict whether, :or how rapidly, additional or all equity options and index options will be quoted and traded in
penny increments. ' '

Penny increments may negatively impact market makers’ willingness to provide the depth of liquidity they
currently prov:de'- For example, an option trading in penny increments has 10 times the number of price points as
an option trad.mg' in 10-cent increments. Thus, for every 10-cent price point a market maker is currently willing
1o quote, it rmght make several penny price point quotes of smaller size. To the extent that market makers are
unwilling to mcrcase the aggregate dollar amount they quote, quote size would likely be diluted as they spread
their quotes across more price points. As a result, our markets could lose depth and attract less order flow, -
thereby reducmg our contract trading volume and revenue. In addition, penny quoting could lead to a decrease in
liquidity for larg 2-size orders and decreased market makers® profitability throughout our industry, which could
lead to pricing pressures on options exchanges, including us. See “Business—Industry Landscape—Issues
Confronting the Securities Industry.”

Penny quoting nay require us to incur substantial increased costs, whu:h could have a material adverse eﬂ'ect
on our business.

In the event that the penny pilot program results in trading of all or a substantial number of equity and index
options in penny|increments, we would expect significant increases in quotation traffic. Quotation traffic has
grown considera: aly in the past few years as a resuit of increases in the number of actively traded options series
and greater rehaucc by all exchanges on electronic trading systems for transmitting and updating quotations.
Substantial increases in bandw1dth capacity are required for the exchanges to transmit properly the increased
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volume of quotations. Expansion of the pilot program for quoting in penny increments could result in a shortage
of bandwidth capacity that would require us to make immediate improvements to our technology infrastructure to
avoid systems failure or periods of insufficient systems capacity that causes an interruption in service or
decreases the responsiveness of our service. Any such failure or negative impact on our service could damage our
reputation, business and brand name. Our business interruption insurance may not adequately compensate us for
losses that may occur.

Additionally, by requiring upgrades t6 brokef—dealer, exchange and market data provider sysiems in order to
handle increased quote traffic, penny increment quoting may increase costs across the industry and could have a
material adverse effect on our business. See “Business—Industry Landscape——lssues Confrontmg the Securmes
Industry.”

We depend on third party suppliers and service providers for a number of services that are important to our
business. An interruption or cessation of an important supply or service by any third party could have a
material adverse effect on our business.

‘We depend on a number of suppliers, such as banking, clearing and settlement organizations such as QCC,
processors of market information generated by the trading of options such as OPRA, telecommunications

companies such as Verizon, online service providers, other data processors and software and hardware vendors,

such as OMX, industry tape and quote associations, and H-P for elements of our trading, clearing and other
systems, as well as communications and networking equipment, computer hardware and software and related
support and maintenance. We cannot assure you that any of these providers will be able to continue to provide
these services in an efficient, cost-effective manner or that they will be able to adequately expand their services
to meet our needs. An interruption or malfunction in or the cessation of an important supply or service by any
third party and our inability to make altcmanve arrangements in a timely manner, or at all, would result in lost
revenue and hlgher COSts.

Our networks and those of our third party service prolvidem may be vulnerable to security risks, which could

result in wrongful use of our information or cause interruptions in our operations that cause us to lose
exchange members and contract trading volume and result in significant liabilities. We could also be required
to incur significant expense (o protect our systems. o

We expect the secure transmission of confidential information over public networks to continue tobea
critical element of our operations. Our networks and those of our third party service providers and our exchange
members may be vulnerable to unauthorized accéss, computer viruses and other security problems. Persons who
circumvent security measures could wrongfully use our information or cause mterruptnons or malfunctions in our
operations. Any of these events could cause us to lose exchangc members or contract trading volume. We may be
required to expend significant resources to protect against the threat of security breaches or to alleviate problems,
including reputational harm and litigation, caused by breaches. Our security measures may prove to be
inadequate and result in system failures and delays that could cause us to lose exchange members, experience
lower contract trading volume and incur significant liabilities.

Expansion of our operations interuatibnally involves special challenges that we may not be able to meet,
which could adversely affect our financial results.

One component of our future strategy is to expand our operations mtematlonally, including formmg
exchange linkages and joint ventures. We face certain risks inherent in doing business in international markets,
particularly in the regulated derivatives cxchange business. These risks include: :

* restrictions on the use of trading terminals or the contracts that may be traded;

* becoming subject to extensive regulations and oversight, tariffs and other trade barriers;
+ reduced protection for intellectual property rights; '

*  strong competition; -
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. = difficulties in staffing and managing foreign operations; and
= potentially adverse tax consequences.

In addition, we will be required to comply with the laws and regulations of foreign governmental and
regulatory auth:orities of each country in which we conduct business. These may include laws, rules and regulations
relating to any aspect of the derivatives business. To date, we have had limited experience in marketing and
operating our groducts and services internationally. We cannot assure you that we will be able to succeed in
marketing our 'rlmnducts and services in international markets. We may also experience difficulty in managing our
international operations because of, among other things, competitive conditions overseas, management of foreign
exchange risk, I'estab]jshed domestic markets in areas which we may consider, language and cultural differences and
economic or political instability. Any of these factors could have a material adverse effect on the success of our
international o;'_:ncraﬁons and, consequently, on our business, financial condition and operating results.

Our business s highly dependent on equity ;aptl'ons, which may place us at a competitive disadvantage.

. Our strong dependence upon revenues derived from the transaction-based equity options business may place

usata cdmpetjﬁve disadvantage. The revenues of some of our competitors may be more diversified than ours as
a result of theilr broader product offerings. For example, CBOE realizes revenues from trading certain options on
stock market indexes, for which CBOE has acquired exclusive licenses. While options on equities are cross-listed
on multiple ez'changes, the most heavily traded index options are traded exclusively on a single exchange so that
we are unablelto meaningfully compete in that market. We do not believe we will earn significant revenues from
index trading until the exclusive licensing of indexes ends, or existing non-exclusive or new non-exclusive
indexes gain i:n volume. Lower revenues from transaction fees or market data fees on equity options may impact
our operating results and future profitability more significantly than that of our competitors, providing them with
a competitive advantage in pricing their products and services or withstanding a reduction in the contract trading
volume of equity options. See “Business—Our Growth Strategy—Developing New Products and Diversifying
Product Base. —Index Trading.”

Price competition has impacted, and may continue to ;mpact, our business.

The sectrities trading industry is characterized by price competition. At present, we compete with five other
securities exclhanges based in the U.S. that also list equity options. We may face additional price competition in
the future from foreign exchanges, as well as other U.S.-based securities exchanges that do not presently list
equity option:;. Ini recent years, the pricing model for trading equity options has changed in response to
competitive r_-i.larket conditions. Some of our competitors have recently lowered their transaction costs and
accordingly raduced the prices they charge. Reduced prices may result in lower operating margins or losses for
us, which ma'y adversely impact our business. As long as other exchanges have exclusive licenses on certain
index options, which have high margins commensurate with their exclusivity, those exchanges may be able to
lower their transaction fees and prices for other products, such as the equity options we trade. Price competition
is intensified Ithrough payment-for-order-flow arrangements. Payment-for-order-flow is a practice whereby a
market make{ on an options exchange offers an order entry firm cash or other economic incentives to route its
customer orders to that market maker's exchange through an exchange administered program. As long as
payment-for-:order-ﬂow arrangements remain the industry standard, we face the competitive risk that other
exchanges will erode our contract trading volume by paying more through their payment-for-order-flow
programs r.ha:n our exchange members are willing or able to pay. This could have a material adverse effect on our
operations and financial condition. For a discussion of our payment-for-order-flow program and
paymcnt4for-l{:)rder—ﬂow programs generally, see “Business—Industry Landscape.”

We may be rFquired to change the manner in which we conduct business or govern ourselves or incur
increased costs as a result of changes in rules and regulations relating to SROs.

Changels in the rules and regulations affecting SROs by the SEC could result in changes in the manner in
which we conduct business or govern ourselves. New rules also could, among other things, make it more difficult
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or more costly for us to conduct our existing business or enter into new businesses. For example, in November
2004, the SEC proposed corporate governance, transparcncy, oversight and ownership rules for SROs such as us,
and issued a concept release examining the efficacy of self-regulation by SROs. While there has not been any
SEC action in this respect, we do not know whether the specific proposals made in November 2004 or other
proposals in this area will be adopted and cannot predict or estimate the full extent to which any such change in

-regulations may affect us or our operations or the amount of the additional costs we may incur or t.he timing of
such costs. See “Business—Regulation.”

Market fluctuations, industry dynamics and economic and political factors beyond our control could reduce
demand for our services and harm our business, and our profitability could suffer.

The global financial services industry is, by its nature, risky and unpredictable and is directly affected by
many national and international factors that are beyond the control of its participants, including us. Any one of
these factors may cause a substantial decline in the U.S. and global financial services markets, resulting in
reduced trading volume. These events could have a material adverse effect on our profitability. For these reasons
our operating results on a period-to-period basis may not be meaningful, and you should not rely on our past
results as an indication of our future performance. Each of the risk factors listed in this “Risk Factors” section,
and the following factors, may affect our operating results:

»  economic, political and market conditions in the U.S. and elsewhere in the world,
* broad trends in industry and finance; '
s 'concemns about ter;‘orism and war;
* concerns over inflation and wavering institutional or retail confidence levels;

- * the availability of cash for investment by the customers of our EAM’s;
* consolidation in our member base arid within our industry;
*» changes in government monetary policy and foreign currency exchange rates; and
« legislative and regulatory changes.

The financial services industry and particularly the securities transactions business are dynamic and ,
unceriain environments, and we expect exchange consolidation, member consolidation and competition to persist
in the future. This environment has led to business failures and has encouraged the introduction of alternative
trading venues with varying market structures and new business plans. In addition, the financial services industry
is subject to extensive regulation, which may change dramatically in ways that affect industry market structure. If
we are unable to adjust to the dynamism that characterizes our industry—including structural changes within our

markets, technological and financial innovation and other competitive factors—our business will suffer and
competitors will take advantage of opportunities to our detriment. .

[

Seasonal fluctuations in our quarterly operating results may negatively affect our business.

Our business may experience seasonal fluctuations. As a result, our operating results for a particular portion
of any year may not be indicative of the results that we expect for the full year. Our operating results may also
fluctuate quarter to quarter due to a variety of factors beyond our control, including the factors discussed above
under “—Market fluctuations, industry dynamics and economic and political factors beyond our control could
reduce demand for our services and harm our business, and our profitability could suffer.

We must keep up with emerging technological changes in order to compete effectively in our rapidly evolving
industry. .

The financial services industry is characterized by rapid technological change, changes in use and exchange
members’ requirements and preferences, frequent product and service introductions embodying new technologies
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and the emergerice of new industry standards and practices that could render our existing proprietary trading
platform, tcchm')logy and systems obsolete. To remain competitive, we must continue to enhance and improve
the rcsponsweans funcnonahty, accessibility and features of our proprietary trading platform, software, systems
and technolognes Our success will depend, in part, on our ability to:

~» develop and license leading technolog:es useful in our business;
* enhance our existing trading platform and services;

s develop new services and technologies that address the increasingly sophlstmatcd and varied needs of
o ourex disting and prospective exchange members;-

*  respoi l1d to technological advances and emerging industry standards and practlces ona cost-effectwe
’ and timely basis; and :

. contmue to attract and retain highly Sklllcd technology staff to maintain and develop our emsung
technu)logy and to adapt to and manage emerging technologies.

The development of proprictary electronic trading technology entails significant techmcal ﬁnancxal and
business risks. ]I urther, the adoption of new Internet, networking, telecommumcatlons technologies or market
practices may nI:ql.ure us to devote substantial resources to modify and adapt our services. In such cases, we
cannot assure you that we would succeed in making such improvements to our technology infrastructure in a
timely manner or at all.

We cannoi assure you that we will successfully implement new technologies or adapt our proprietary trading
platform, technologws and systems to the requirements of our exchange members or emerging industry
standards. We £lso cannot assure you that we will be able to respond in a timely manner to changing market
conditions or the requirements of our exchange members. If we are unable to anticipate and respond to the
demand for ncv'( services, products and technologies on a timely and cost-effective basis and to adapt to
technological alvancements and changmg standards, we may be unable to compete effectively, which would
have a material adverse effect on our business, financial condition and results of operations.

We operate in ¢ highly regulated industry, and we face restncuons with respect to the way we conduct certain
of our operauo ns.

We operatz in a highly regulated industry. Our business is subject to increasingly extensive govemmemal
and other regul: Ation and may be subjected to increasing regulatory scrutiny. The SEC has broad powers to audit,
investigate and enforce compliance and punish noncompliance with its rules and regulations and industry
standards of pmctnce We cannot assure you that we or our directors, officers and employees will be able to fully
comply with thn.sc rules and regulations and will not be subject to claims or actions by the SEC. The SEC
extensively reg hlates the U.S. securities industry, including our operations. We are required to comply with the
rules and rcgul.lmons of the SEC. In addition, as we seek to expand our product base, we could become subject to
additional regw:ators As a matter of public policy, these regulatory bodies are responsible for safeguarding the
integrity of the securities and other financial markets and protecting the interests of investors in those markets. If
we fail to com]:ly with any of these laws, rules or regulations, we may be subject to censure, fines,
cease-and-desist orders, suspension of business, suspensions of personnel or other sanctions, including
revocation of olir registration as a national securities exchange.

We are an|SRO. Pursuant to the Exchange Act, an SRO is responsible for regulating its exchange memibers
through the adopt.lon and enforcement of rules governing the business conduct of its exchange members. As an
SRO, we have -)ur own rules regarding listing, membership and trading that are distinct and separate from those
rules apphcablc generally to broker-dealers as administered by the SEC, NASD, and other SROs. As an SRO, we
must submit prf)posed changes of our rules to the SEC. The SEC will typically publish the proposal for public
comment, followmg which the SEC may approve or disapprove the proposal as it deems appropriate. We can
give no assurarces that the SEC will approve any changes to our rules that we may propose. Also, we may incur
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significant financial costs and expend considerable human resources in connection with our surveillance and
enforcement obligations, particularly to the extent we bear responsibility for prosecuting cases or proceeding .
against our exchange members. Due to our status as an SRO, we have a statutory duty to allocate necessary
resources to these functions, and this may limit our ability to dedicate funds and human resources in other areas.

In recent years, the securities trading industry and, in particular, the securities markets, have been subject to
significant regulatory changes. Regulatory changes are generally made in response to innovations in markets and
technology or to address regulators’ specific concerns, such as ensuring best execution for investors. Moreover,
the securities markets have been the subject of increasing political and pubhc scrutiny in the past few years in
response to a humber of developments and inquiries.

Our exchange is both an SRO and a for-profit business, and these two roles may create conflicts of interest.

Pursuant to the Exchange Act, we are obligated, as an SRO, to regulate and monitor our exchange members
to ensure compliance with applicable law and the rules of our exchange. The SEC staff has expressed concern
about potential conflicts of interest of “for-profit” exchanges performing the regulatory functions of SROs and
has specifically required the segregation of revenues received from regulatory fees and penalties from other
revenues and prohibited payment of dividends from regulatory fines, fees or penalties that exchanges collect
from SRO exchange members. In addition to the risk of overly aggressive regulation, potential conflicts of
interest could also result in overly lenient regulation. In either case, any failure by us to diligently and fairly
regulate our exchange members or to otherwise fulfill our regulatory obligations could s1gn1ficantly harm our
reputation, prompt SEC scrutiny and adversely affcct our business.

We may experience certain competitive disadvantages if we do not receive SEC approval for new business
initiatives in a timely manner.

From time to time, we seek to engage in new business activities, some of which may require changes to our
governing rules. Any such changes to our governing rules will require the prior approval of the SEC. See
“Business—Regulation™ for additional discussion regarding changes to our governing rules. To the extent we
believe that a new business initiative is necessary to compete with other exchanges, but are unable to obtain SEC
approval for related rule changes in a timely manner, we may be subject to certain competitive disadvantages.

. Any failure by us to satisfy our obhgatmns as an SRO could subject us to s:gmﬁcant legal and regulatory
costs.

Generally, the SEC has; broad enforccment powers to censure, fine, issue cease-and-desist qrdel:s', prohibit us
from engaging in some of our businesses or suspend or revoke our designation as a registered securities exchange
or the registration of any of our officers or employees who violate applicable laws or regulations. Qur ability to
comply with all applicable laws and rules is largely dependent on our establishment and maintenance of
compliance, audit and reporting systems and procedures, as well as our ability to attract and retain qualified
compliance, audit and risk management personnel. We cannot assure you that these systems and procedures are
fully effective. We face the risk of significant intervention by regulatory authorities, including extensive
examination and surveillance activity. In the case of actual or alleged non-compliance with regulations, we could
be subject to investigations and judicial or administrative proceedings that may result in substantial penalties or
civil lawsuits for damages, which can be substantial. Any such investigation or proceeding, whether successful or
unsuccessful, would result in substantial costs and diversions of resources and might also harm our business
reputation, any of which could negatively affect our business.

There are significant risks and uncertainties associated with the ISE Stock Exchange

In 2006, we entered the equities market through the launch of 1SE Stock Exchange in parmershlp with kcy
‘strategic investors. ISE Stock Exchange, which operates as a facility of 1SE and which ISE manages, introduced
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its first producl MPM, in the third quarter of 2006. MPM was followed by an integrated displayed market
offering in Dcclembcr of 2006. There are significant risks and uncertainties associated with thls new business:

* ISE fSitock Exchange may not be accepted by the market as a reliable and effective tradmg platform or
be al: le to provide services at a price that is profitable. If ISE Stock Exchange is not commercially
succe: ssful we may be required to fund or provide additional funding or curtail or modify our business
stratc gy, for which we may incur additional costs and expenses.

.* Reg NMS and changes thereto, may adversely affect our displayed market offering. Reg NMS, adopted
on Apnl 6, 2005, governs certain aspects of trading on securities market centers. Its prov;s:ons are
scheduled to become effective at various points throughout 2006 and 2007. One of the principal
features of Reg NMS is the modernization of the “trade through” rule. Among other things, Reg NMS
requl.res market centers to establish and maintain procedures to prevent “trade throughs,” or the .
exec| ution of an order at a price inferior to the best bid or offer displayed by another market center at
the t me of execution. Reg NMS will protect and apply only to quotes available for immediate
executlon We believe that the “trade through” rule implemented by Reg NMS may increase
COMm; Jetmon among markets, including ISE Stock Exchange. oo

We bcshe:‘l e that Reg NMS will not have a significant impact on our MPM, but may affect our displayed
market offermg For example, Reg NMS, as currently formulated, will impose a cap of $0.003 per share on the,
access fees clmrged by market centers to exchange members (or customers) and non-exchange members based on-
executions agtunst the best bid or best offer displayed through the consolidated quote system. This system |
continuously provndes the best bid quote and best offer quote in listed equity securities to the public. As a result,
the transactior: fees that ISE Stock Exchange may charge for executions against its best bid and offer on the
displayed market offering will be capped. This cap could decrease the amount of transaction fees that ISE Stock
Exchange eams and prevent it from increasing its revenues by charging higher prices. In addition, we have begun
to develop bu':mess strategies in consideration of the current form Reg NMS rules. Any delay in the
unplementaﬂon of Reg NMS, beyond what is currently contemplated, as well as any amendment to Reg NMS,
may adversel) affect our business strategies as they relate to the use of the displayed market offering.

As a financia! services provider, we are sub}ect to significant hugatwn risk and potentml secunftes law
liability.

Many aspects of our business involve substantial liability risks. These risks include, among others, potential
liability from disputes over terms of a trade, the claim that a system failure or delay caused monetary losses to a
member or its customer, that we entered into an unauthorized transaction or that we provided materially false or
misleading sL:ltements in connection with a transaction. Dissatisfied customers frequently make claims against
their service providers regarding quality of trade execution, improperly settled trades, mismanagement or even
fraud. While dur trading rules limit our liability to our exchange members for some of our market-related.
activities, we 'could be exposed to substantial liability under federal and state laws and court decisions, as well as.
rules and regulations promulgated by the SEC. We could incur significant legal expenses defending claims, even
those without! merit. In addition, an adverse resolution of any future lawsuit or claim against us could have a
material adverse effect on our business.

If our risk mmagemeut methods are not effective, our business, reputaaon and financial results may be
adversely qﬂiected.

We have; methods to ndenhfy monitor and manage our risks; however, these methods may not be fully
effective. Some of our risk management methods may depend upon evaluation of information regarding markets,
customers or other matters that are publicly available or otherwise accessible by us. That information may not in
all cases be alccuratc complete, up-to-date or properly evaluated. If our methods are not fully effective or we are
not always successful in monitoring or evaluating the risks to which we are or may be exposed, our business,
reputation, financial condition and operating results could be materially adversely affected. In addition, our
insurance policies may not provide adequate coverage.
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Employee misconduct or errors could negatively affect our business.

. Employee misconduct could subject us to financial losses or regulatory sanctions and seriously harm our -
reputation. It is not always possible to deter employee misconduct, and the precautions we take to prevent and
detect this activity may not be effective in all cases. Misconduct by our employees could include hiding
unauthorized activities from us, improper or unauthorized activities on behalf of customers or unproper use of
conﬁdenua] information,

Similarly, employee errors in recording or executing transactions for customers can cause us to enter into
transactions that customers may disavow and refuse to settle. In addition, we may provide customers with
incorrect or incomplete descriptions of how to use our services, which may cause customers to disavow and
refuse to settle transactions, These transactions expose us to risk of less, which can be material, until we detect
the errors in questions and unwind or reverse the transaction. As with any unsettled transaction, adverse
movements in the prices of securities involved in these transactions before we unwind or reveérse them can
increase this risk.

Iiem 1.B. Unresolved Staff Comments.

There are no material unresolved written comments that were received from the SEC staff 180 days or more
before the end of our fiscal year relating to our periodic or current reports under the Securities Exchange Act of
1934,

Item 2. Properties.

Our principal executive offices are located at 60 Broad Street, New York, New York, 10004. We occupy
approximately 64,400 square feet of office, data center, and operational space under leases that expire in 2015. In
addition, we also occupy approximately 12,500 square feet of office, data center, and operational space in Jersey
City, New Jersey pursuant to a lease expiring in 2007, with respect to which we are currently negotiating an
extension. We believe that the space we lease is sufficient to meet our current and near-term needs, provides for
redundancy in our systems and supports our disaster recovery plan; however, we anticipate the need for
additional office space in the longer term to support our growth, computer operatlons and disaster recovery
needs

Item 3. Legal Proceedings.
We are subject to routine reviews and inspections by the SEC as well as legal proceedings arising in the
ordinary course of business. We are not currently a party to any litigation or other legal proceedings that we

believe are reasonably likely to have a material adverse effect on our operating results, financial conditions or
cash flows.

Item 4. Submission of Matters to a Vote of Security Holders.

None,




Item 5.

PARTII

Market for Registrant’s Common Equity, Related Stockholder Matters and Issuer Purchases of
Equ lty Securities.

Our common stock began trading on the NYSE under the symbol “ISE” on March 9, 2005. The following

table sets forth,|for the periods shown, the high and low per share sales pnces for our common stock as reported
on the NYSE. -
Price Range
of Class A
Common Stock
Period ' - ' : High = Low
2005 : '
First Quarlter (beginning March 9,2005) .................. e $31.69 $25.31
Second QUIATIEr ... ... oiiee e i $28.24 §19.71
Thrd QUAEE ... $2600  $20.55
FourthQuartcr .................. P $33.44 32163
2006 . .
First QUAaTer .........coovveniiinreneieens ST ool 85286 '$27.32
Second Quarter ........................ e I $46.43 ° $33.33
Third Quartcr ....................................... P . $4848 $35.13
FourthQuaner ......... $57.44 $45.00
Holders

As of Febllruary 23, 2007, there were approximately 58 holders of record of our common stock. The last
reported sale price of our common stock on the NYSE on February 23 2007 was $49.71 per share.

Dividends

We paid quartcrly dividends on our common stock for fiscal year 2006. The quarterly dividends declared in
2006 were in au aggregate amount not less than the aggregate amount of the proceeds received from the sale of
any CMM tradmg rights in fiscal year 2005, less taxes we paid on the proceeds and success bonuses we pmd We
declared a dividend for:

the f.rst quarter of 2006 in the amount of $0.05 per share of common stock or approximately $1.9
m:lhon in the aggregate to stockholders of record as of March 23, 2006, which was paid on March 31,
200€;

the sxond quarter of 2006 in the amount of $0.05 per share of common stock or approximately $1.9
nulhon in the aggregate to stockholders of record as of June 23, 2006 which was paid on June 30,

2006,

the Lmrd quarter of 2006 in the amount of $0.05 per share of common stock or approximately $1.9
tmlhon in the aggregate to stockholders of record as of September 22, 2006, which was paid on
Sept=mber 30, 2006; and

the fourth quarter of 2006 in the amount of $0.05 per sha.re of common stock or approximately $1.9
rmlhon in the aggregate to stockholders of record as of December 22, 2006 which was paid on
Deci:mber 29, 2006

We curre ntly intend to pay regular quarterly dividends on our common stock for fiscal year 2007. We intend
that the regulalr quarterly dividends expected to be declared in 2007 will be in an aggregate amount not less than
the aggregate :imount of the proceeds received from the sale of any new CMM trading rights in fiscal year 2006,
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net of success bonuses that we may pay in connection with the completion of the sales and taxes we will pay on
the proceeds. During fiscal year 2006, we sold four CMM trading rights for $1.5 million each for which we have
not yet paid a dividend. Currently, we have 10 unsold CMM trading rights, and may effect such sales at any time.
However, we have no present agreements with any entity with respect to the sale of such CMM trading rights and
cannot assure that any such sales will occur. :

On]J anuéfy 9, 2007, we declared a dividend for the ﬁfst quarter of 2007 in the amount of $0.05 per share of
common stock payable to holders of record as of the close of business on March 23, 2007,

Any payments of cash dividends in the future will be at the discretion of our Board of Directors, and the
amount of any dividends we pay, if any, may vary from period to period. Our Board of Directors may take into
account such matters as general business conditions, our financial results, capital requirements, contractual
restrictions, and other factors our Board of Directors may deem relevant. Our Board of Directors’ ability to
declare a dividend is also subject to limits imposed by Delaware law and the SEC. Our rules require that any
revenue we receive from regulatory fees or regulatory penalties be segregated, not be used to pay dividends to the
holders of our common stock and instead be applied solely to fund our legal, regulatory and surveillance
operations. The amounts of such regulatory fees and penalties have not been material té date.

There can be no assurance that any dividends will be paid in the anticipated amounts and frequency set forth
in this Annual Report on Form 10-K.

Issuer Repurchases of Equity Securities

We did not repurchase any shares of equity securities registered by us pursuant to Section 12 of the
Exchange Act during the quarter ended December 31, 2006.

Unregistered Sales of Equity Securities and Use of Proceeds

We did not sell any of our equity securities that were not registered under the Securities Act of 1933, as
amended, during the quarter ended December 31, 2006.

Equity Compensation Plaps

For securities authorized for issuance under equity compensation plans, see “Item 12. Security Own-ership of
Certain Beneficial Owners and Management and Related Stockholder Matters.”

;

+
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Performance Grraph

The following graph compares the total return of ISE Holdmgs commmon stock with the S&P 500 Index and
our peer groups ras calculated pursuant to Item 201(e)(1} of Regulation S-K) for the period from March 9, 2005
(the date on whu 'h our common stock began trading on the NYSE) through December 31, 2006, and assumes an
'initial mvestmcnt of $100 in common stock at the closing price on March 9, 2005 as compared to that of an -
initial investment in the S&P 500 Index and two peer groups, each on March 9, 2005, and the reinvestment of all
dividends into sl:nares of common stock. We have included an additional peer group, Peer Group 2, which we
believe is more representative of our business as a result of a number of exchanges going public in 2006.

Peer Group 1 ccnsists of:

CBOT Holdmgsr Inc. (Included beginning on March 31, 2006)
Intercontmenlalt xchange Inc. (Included beginning on March 31, 2006)
NYMEX Holdmgs Inc (Included beginning on March 31, 2006)
NYSE Group, Inc (Included beginning on March 31, 2006)

Chicago Merca.nule Exchange Holdings Inc.

Nasdaq Stock Market, Inc.

Peer Group 2 consists o_f

Archipelago Holdings, Inc. (Included through March 31, 2006. Merged with NYSE Gmup, Inc. on March 8, 2006.)
Chicago Mercaritile Exchange Holdings Inc.

eSpeed Holdmg:s Inc.

Investment Technology Group, Inc.

Knight Capital '.Jroup, Inc.

Marketaxess Hnldmgs Inc.

Nasdag Stock Market, Inc.

NYFIX Inc.
l PERFORMANCE GRAPH
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Period ‘ Quarter Ending

Company /Index s S 6/05 9/05 12/05 3/06 6/06 ; 9/06 1206
ISE e 100 8553 8260 7697 9053 137.17 12555 154.80 154.63
S&P500Index ........... 100 9795 9929 102.87 105.02 10944 107.86 11397 121.6]
PeerGroup 1|.-............ 100 10143 157.43 184.02 209.01 267.91 257.06 263.78 314.72

PeerGroup 2(............. 100 99.54 146.19 168.59 192.80 239.77 246.65 24358 256.49
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ltem 6. Selected Financial Data. )

The table set forth below is not necessarily indicative of the results of future operations and should be read
in conjunction with Part I—Item 7. “Management’s Discussion and Analysis of Financial Condition and Results
of Operations” and the financial statements and related notes included elsewhere in this Annual Report on
Form 10-K. The financial information as of and for the years ended December 31, 2006, 2005 and 2004 set forth
below was derived from our audited financial statements and related notes included elsewhere in this Annual
Report on Form 10-K. The financial information as of and for the years ended December 31, 2003 and 2002 set
forth below was derived from our audited financial statements and notes that are not included in this Annual
Report on Form 10-K. The consolidated financial statements have been audited by Ernst & Young LLP, our
independent registered public accounting firm. The historical financial information may not be indicative of our
future performance. You should read the information set forth below together with the other information

presented in this Annual Report on Form 10-K. i
’ : Year Ended December 31,

2006 2005 2004 - 2003 2002
{in thousands, except per share data)
Statement of Income Data; ‘
Revenues
Transaction fees . ... ... .ovenevnninennninnans $157,252 $116,121 $ 89,532 $ 70,856 $50,555
Member feesandother ....................... 26,365 21,739 22,875 20,783 15,785
Marketdata .......c...ciiviii i 18,464 18,039 17.211 13,221 9,000
Totalrevenues ....................-.... 202,081 155899 129618 104,860 75,340
Cost of revenues )
Activity remittance fees ... ............ ... .. ... 16,125 14,075 6,451 6,010 2,322
Licensefees ........cviiiiriieeiiniarenns 7,259 4816 3,175 1,678 1,098
Total costofrevenues ................... 23,384 18,891 9,626 - 7,688 3,420
Grossmargin ...................c. il ... 178,697 137,008 119,992 97,172 71,920
Expenses
Compensationand benefits .................... 46,001 36,567 33,507 25,776 - 18,545
Technelogy and communication .:.............. 15,405 13,648 16,266 20,684 20,706
Occupancy .........ccocvvuinecn.es e, 5,244 4,492 4,026 3,662 3,398
Professionalfees .................coveiunnnn. 6,061 5,984 4,048 3,657 2,348
Marketing and business development ............ 3,199 3,949 3,685 5,560 3,365
Depreciation and amortization . . ................ 6,845 6,017 3,980 1,402 2,048
Other ... e e 4,798 4,043 289 - 2,130 2229
. Total directexpenses .................... 87,553 74,700 68,381 62,871 52,639
. Recoveryoflegalfees ........................ (1,210) — — — —
Billing reimbursement . ... ................... 3,297 _— — ) — —
Reorganization(1) ................ e, 326 339 2,107 — 16,083
~ Offeringcosts ............ - o« - — - —_ —
Totalexpenses ......................... 89,966 75,941 70,488 62,871 68,722
.Operatingincome ..............ccciiviinrnrnnns " 88,731 61,067 49,504 34,301 3,198
Interest and investment income . . . ... e 8,361 4,063 2,206 1,659 387
‘Minorityinterest ............. .. 0o . 650 — — — —
Income before incometaxes ...................... 97,742 65,130 51,710 35,960 3,585
Proviston for income taxes(2) .................. 42,590 29,783 25,547 15,754 2,767
Netincome ................. e $ 55152 $ 35347 $26,163.% 20206 $ 818
Cash dividend per common share . . ... e $ 020 % 037 3§ 034 § 028 —
Earnings per share:(2) ’ . . .
Basic ............. AP e, $ 147 % 099 $ 081 § 063 $ 004
Diluted ... i e $ 138 3 093 § 077 § 060 $ 004
Weighted average number of shares outstanding:(2) . :
Basic ....... e et 37479 35,849 32,139 32,139 21,573
Diluted ..o i i e 39,893 37,947 33,921 33421 22,112




(1) 1In April 2002, we commenced a reorganization plan to demutualize. Under this plan, we made a capital
: distribution,!changed our organizational structure, raised additional capital, cancelled a revenue sharing
" arrangement, and created a stock option plan. In 2004, we initiated a plan to reorganize into a holding company
structure and completed this effort in 2006. See Part I—Item 7. “Management’s Discussion and Analysis of
Financial C(fmdition and Results of Operation—Qur Reorganizations.” :
(2) We were a New York limited liability.company (ISE LLC) from the date of our inception until our
demutualization on April 30, 2002 and as such, did not have any common stock outstanding. During that
period, all income and loss was attributed to our limited liability company members. From May 1, 2002 to
date, we ha\:'c been a Delaware corporation responsible for the payment of all federal and state corporate

income taxes.
Year Ended December 31,
2006 2005 2004 2003 2002
: (in thousands)
Statement of Financial Condition Data:

Cash and cash equivalents(1} .................. $200,015 $170,927 $ 44,847 § 65,687 $48,182
Total assets| ................................ 396,425 280496 177,579 133,943 78,171
Total liabilities .. ......ccoviiiriininnann 101,837 95,518 96,120 . 67,623 23,279
Total stockholders’ BQUILY ... 258,265 184,978 81,459 66,320 54,892

(1) Included in Icash and cash equivalents is $624, $5,395, $6,071, $7,213, and $6,782 related to the payment for
order flow program and $0, $0, $0, $519, and $2,267 for our marketing fund as of December 31, 2006, 2005,
2004, 2003 and 2002, respectively. Also included in our cash and cash equivalents as of December 31, 2006 is
$37,767 reserved for the use of ISE Stock Exchange, a consolidated subsidiary as of December 31, 2006.

Year Ended December 31,
2006 T 2005 2004 2003 2002
Trading Statistics:(1)
Equity Options| :
Total U.S. industry average daily equity options : ‘
contracts|traded (in thousands) . ................ 7347 5433 4300 3295 2817
Our averag: daily equity options contracts traded (in , :
thousands) ......cocrririreriiienaiiaiaas 2,326 1,763 1,432 972 605
Our market}sharc of equity options contracts traded . .. 31.7%  324%  333%  295%  21.5%
Index Options(?) ’ '
" Total U.S. industry index options traded (in
thousands) . ... ...vvur et iiarranaes 731 536 390 307 279
Our index ('1pticms traded (in thousands) ............ 33 18 —_ = —
Our market share of index options traded ........... 4.5% 34%  — — - '

(1) Source: O(;C )

(2) We began 1o actively market our index trading initiative in 2005.
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Item7. Management’s Discussion and Analysis of Financial Condition and Results of Operations.

You should read the following discussions together with the consolidated financial statements and related
notes thereto included elsewhere in this Annual Report on Form 10-K. The following discussion contains
Jforward-looking statements. Actual results could differ materially from the results discussed in the forward-
looking statements. See Part I—Item IA. “Risk Factors™ and “Forward-Looking Statements.”

OVERVIEW

We operate the largest U.S. equity options exchange and are among the leading options exchanges in the
world. We operate an innovative securities market, founded on the principle that technology and competition
create better, more efficient markets for investors. We developed a unique market structure for advanced screen-
based trading systems and in May 2000 launched the first fully-electronic U.S. options exchange. Qur exchange
currently provides a trading platform in listed equity and index options and related services that are designed to
improve the market for options and the speed and quality of trade execution for our exchange members.

Qur business has grown substantially since we began operations in May 2000. Our total revenues have
grown from $129.6 million in 2004 to $202.1 millién in 2006 and our gross margins (total revenues less cost of
revenues) have grown from $120.0 million in 2004 to $178.7 million in 2006. Our net income has grown from
$26.2 million in 2004 to $55.2 million in 2006. This strong growth is primarily due to increases in our trading
volumes which we attribute to our innovative market structure, lower transaction fees to our members, a higher
level of customer service and increased overall industry contract trading volumes.

Our business is impacted by macroeconomic factors as well as factors specific to the securities industry.

Securities Industry Business Environment

Volume of trading in the major stock markets continues to grow. Total average daily trading volume in
NYSE and Nasdaq-listed securities increased from 3.5 billion shares to 4.9 billion shares between 2001 and
2006. The DJIA fluctuated significantly during this time period starting 2001 at 10,646, reaching a low of 7,286
in October 2002, and ending 2006 at 12,463. The Nasdaq Composite Index followed the same general trend.
Industry analysts believe these fluctuations were caused by a number of factors such as the geopolitical turmoil
and corporate governance and accounting concems occwrring in 2001 and 2002. A recovering economy, stronger
corporate earnings, higher equity prices, and increasing number of industry-wide announcements of mergers and
acquisitions resilted in a recovery of the indexes and fueled its continued growth.

The Options Industry Business Environment

Within the U.S. options industry, average daily contract trading volume of equity and indéx options
increased at a compound annual rate of 21% from 3.1 million contracts to 8.1.million contracts between 2001 and
2006. We believe this robust growth in contract trading volume is primarily attributable to increased trading
activity by institutional and retail investors, ongoing deployment of technology within the options industry,
increasing public familiarity with options trading and beneficial changes to the market structure and enhanced
competition levels within the industry, largely as a result of our launch in 2000. This strong growth continued
through 2006 with seascnal fluctuations, and we believe the exchange-traded options industry will continue to
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The following table reflects the growth in equity securities and equity options over the last 5 years.

l _ " Equities ADV vs. Options ADV

ADV
—
g

Source : NYSE and OCC

) : . 2001 2002 2003 2004 2005 2006
Equities (in billions) ................. R 3,472 3,654 3,677 3931 4,158 4,901

Equity and index options (in millions) ... .................. 3,128 3,096 3,602 4,690 5969 8,078

Our Current Business Environment

’

The optior:s industry continues to operate in an increasingly competitive and challenging environment while at
the same time elxperiencing robust growth and expansion. Industry average daily equity options volume increased
35% from 5.4 n|1illion contracts during 2005 to 7.3 million contracts during 2006, and industry average daily index
option volume increased from 531,000 to 731,000 over the same period. Our average daily equity options volume
increased from 1.8 million to 2.3 million over the same period; however, our market share decreased to 31.7% from
32.4%. Our ave:ragc daily index volume was 33,000 during 2006. We began to actively market our index trading
initiative in 200)5. Prior to 2005, our trading volume in index options was negligible.

Competitive Lundscape . . : .

We currently compete with five other options exchanges now operating in the U.S.—CBOE, NYSE Arca,
AMEX, PHLX, and BOX. Our competitors are continuing to make important changes in their ‘operations and fees
that may curb '[he growth of, or reduce, our trading volume. Our competitors have adapted to our success in
launching electronic trading in the options industry and, as such, have adopted hybrid trading where electronic
trading capabi]l.ities operate in tandem with their trading floors. As a result, certain qualities of our market are
becoming mork common at other options exchanges. For example, the bid/ask spreads of other exchanges are
now similar to'the narrow bid/ask spreads of our exchange. In addition, since most of our competitors continue to
operate a trading floor, they may have a limited advantage in attracting certain laige size orders since traders can
meet and talk '::o each other to negotiate prices, along with attracting order flow electronically. As chcr options
exchanges improve their market quality to reflect ours, commoditization of electronic trading in the options

industry may lead to an increase in price competition.

The industry has witnessed increased merger and acquisition activity and capital raising opportunities
among exchat{gcs in all asset classes. Industry observers note that these activities may challenge and increase
competition a; exchanges face increased pressure to expand their operating leverage and offer complementary
products and fervices. For example: ‘ ' ' '

e In Sjcptember 2005, Archipelago acquired PCX, a competitor to us. In March 2006, Archipelago
merged with NYSE. As a result of that transaction, NYSE became a direct competitor to us.
Subsequently, in December 2006, the stockholders of NYSE and Euronext approved a merger of the
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two exchanges and on February 14, 2007, the SEC approved the merger. Also, in January 2007, NYSE
announced it had acquired 5% of the National Stock Exchange of India and announced an alliance with
the Tokyo Stock Exchange. Consolidation of our competitors into larger, well-capitalized organizations
may create substantial or increased competition to us through costs reductions or other efficiencies.

In July 2006, PHL.X completed a transaction in which Citadel Derivatives Group LLC, Merrill Lynch,
Citigroup, Credit Suisse, Morgan Stanley, and UBS collectively acquired 89% of PHLX’s outstanding
shares, In addition, in January 2007, AMEX announced that it had hired Morgan Stanley to advise it on
plans to become a for-profit company in preparation for a potential stock offering or merger with
another exchange. On February 9, 2007, CBOE announced that it filed a registration statement with the
SEC as part of its demutualization process. The demutualization process would result in the conversion
of memberships into shares of common stock and provide the ability to pursue an initial public
offering, Our competitors’ ability to raise capital through equity issuances may pose increased
competition to us as they may be able to offer better prices, upgrade their infrastructure, or make other
competitive changes to their offering to market pa:tlmpants

On September 7, 2006, Nasdaq announced plans to introduce an equity and index options market in the
third quarter of 2007 offering price/time priority. Nasdaq entered the options market in April 2006 with
its announcement that it would provide connectivity and order routing to options exchanges.
Subsequently, in January 2007, Nasdaq filed proposed rules for its options market with the SEC. Due
to the derivatives industry’s rapid and continuing volume growth new entrants to our marketplace may
pose additional COmpetmon to us.

On Qctober 17, 2006, the CME and CBOT announced they had signed a definitive agreement to merge
to create an extensive and diverse global derivatives exchange. In January 2007, the
IntercontinentalExchange, an electronic energy marketplace, merged with the New York Board of
Trade, a leading soft commodity exchange. In November 2006, NYMEX completed its initial public
offering, raising approximately $300 million. While these exchanges do not directly compete with us,
they may expand their offerings as a result of obtaining leverage and efficiencies from their mergers or
capital raising to expand into our marketplace.

Quoting in Penny Increments

In June 2006 we, along with the other optioﬁs exchanges, received a letter from the SEC requesting the
exchanges to plan for the implementation of a pilot program to quote certain options in pennies. On January 26,
2007, all of the options exchanges initiated a pilot program to quote the following options in pennies:

L] - L] * L]

AMD—Advanced Micro Devices Inc. e MSFT—Microsoft Corp.
CAT—Caterpillar Inc -+ QQQQ—Nasdaq 100 Trust Shares
FLEX—Flextronics International Ltd + SMH—Semiconductor HOLDRS
GE—General Electric Co. *  SUNW-—Sun Microsystems Inc.
A—Agilent Technologies Inc. * TXN-—Texas Instruments Inc.
INTC—TIntel Corp. ¢ WFMI—Whole Foods Markets Inc.

ITWM—ishares Russell 2000 Index

The pilot program is being conducted with trading increments of one-cent for options trading up to $3.00
and in five-cent increments for options trading above $3.00 for 12 of the pilot options. All options on one ETF,
the QQQQ, are being quoted in one-cent increments.

Quoting in penny increments might benefit investors with smalt orders because they might receive more
favorable prices and the industry may experience higher volumes, However, penny trading may also have other
perceived implications, including:

Decreased liquidity for large size orders—Market makers commit significant amounts of capital to '
make markets and profit from the spread between the bid and ask prices. As the spreads decrease,
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marke‘t makers will have to commit additional capital to maintain their profit margins. Market makers
may decrease the size of their quotes in order to mitigate the risk of the increased capital commitments.

e Decreased market makers’ profitability—As market makers tighten their quotes, they reduce their
profit :margins. To offset this decline, market makers may pressure exchanges to reduce their fees. For
example, NYSE Arca changed their pricing for options trading in the penny pilot from an execution fee
for ea‘::h transaction to a rebate for liquidity providers and fee for liquidity removers. BOX also reduced
their fees for options in the penny pilot. However, to the extent industry volumes increase at a rate to
offset|profit margin reductions, market maker profitability may not be as adversely affected: -

e Reduction or elimination of payment-for-order-flow—There have been discussions among industry _
observers and comments from senior SEC officials that the introduction of penny quoting could '
elimiriate or significantly reduce payment-for-order-flow as market makers would not be able to sustain
these lprograms as a result of decreased profit margins. The industry experienced this trend in the
equiti;es markets when those markets began to trade in pennies. We believe payment-for-order-flow
will dlecline but not be eliminated. As the equities markets experienced, there will be a segment of
order flow that market makers will want to pay for in order to interact with and earn profits. In January
2007,|we reduced payment-for-order-flow fees for options in the penny pilot program from $0.65 per
contrilct to $0.25 in order to defray the costs market makers may experience in the penny pilot. NYSE
Arca sliminated its payment-for-order-flow fee with its recent pricing announcement. In February T
2007, PHLX also reduced its payment-for-order-flow fees for options in the penny pilot program to 25-
cents from 70-cents per contract. ' .

s Increased message traffic and capacity concerns—There is concern that penny quoting will lead to a
signiil”lcant increase in message traffic which could strain the capacity of systems and increase costs for
exchanges, broker-dealers and market data vendors. The options exchanges have filed quote mitigation
plans’with the SEC to handle the increased message traffic. If the SEC were to decide to extend the
pilot to a significantly greater number of symbols, we will incur additional costs to upgrade our
systemns and data center requirements. i

Based on our limited experience during the first several weeks of the pilot we have observed an increase in
quote traffic, a narrowing of spreads, a reduction in size, an increase in volume, and a decrease in payment for .
order-flow. -

+

Cross-Pord'ok’u Margining

" The SEC has approved new rules, scheduled to go into effect in April 2007, which will alter how brokerage
firms detennin-la margin requirements on their customers who use options as risk controf tools. The new portfolio
margining rule; will have the effect of aligning the amount of margin money required to be held in a customer’s
account to the tisk of the portfolio as a whole. Portfolio margining is expected to significantly reduce margin
requirements b'y examining the combined risk of a portfolio of financial instruments instead of margining each
instrument sep irately. We believe portfolio margining will make trading more efficient by freeing up margin
capital for other purposes. This may result in an increase in options trading as investors realize the additional
value options Have in reducing their overall portfolio risk and increasing their leverage by unlocking capital in
their trading accounts.
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Our Market Share and Dividend Trade Activity

Our average daily volume of equity options has grown significantly; however, we have experienced
seasonal fluctuations on a quarterly basis. While our trading volumes have generally been increasing, over the
same period our market share has fluctuated. The following chart reflects our equity options ADV and market
share since 2004 on a quarterly basis:

Q104 Q204 Q304 Q404 Q105 Q205 Q305 Q405 Q106 Q206 Q3-06 Q4-06

Cur Equity Options - _

ADV ...l 1,485 1,360 1,290 1,590 1,727 1,598 1,694 2,035 2,356 2,372 2,194 2,381
Equity Options Market

Share ............ 31.6% 33.5% 344% 33.8% 33.1% 325% 32.6% 31.9% 327% 318% 322% 30.1%

While we do monitor our market share, we do not believe it is the primary indicator of the health of our
business relative to absolute volume growth, which is what drives our revenues.

In particular, we believe our market share statistics have been negatively impacted by the execution of large
crossing transactions commonly referred to as “dividend trades.” The industry has experienced increased activity
in this type of trading activity. Dividend trades are options transactions in which very large quantities of
“in-the-money” calls are purchased and exercised simultaneously in order to establish ownership in the stock just
prior to the ex-dividend date. The exchanges that facilitate these transactions have instituted fee caps which
encourage market makers to enter extremely large size orders and engage in this activity. We believe that these
transactions serve to distort volume and market share statistics for the industry as well as disadvantage certain
customers and therefore, do not encourage or engage in this activity.

Average Net Transaction Fee per Side

Our revenues are primarily driven by our trading volumes, pricing and trade mix. In 2006, we have
experienced an increase in our average net transaction fee per side which we belteve is primarily due to recent
changes in these drivers. The following reflects our average net transaction fee per side (a non-GAAP measunc)
and average transaction fee per revenue side:

Year Ended Decemnber 31,
2006 2005 2004
Average net transaction fee perside ................ 0000 iae e $0.113 $0.108 $0.111

Average transaction fee perrevenueside . .. ........ ... o il $0.176 $0.178 $0.180
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There are a si.mmber of factors that have contributed to the increase in our average net transaction per side.
These changes included the following:

RJ

Growth in premium products—In 2005, we began charging for non-broker-dealer customer
transactxons on certain option classes, which we define as “premium products.” Premium products are
those thch we believe warrant the same or higher pricing for non-broker-dealer customer orders as
our broker-dea]er orders. These products include options on all licensed and proprietary index options
we off«l.r and options on most other exchange traded funds, or ETFs. Our average daily volume in
premium products has increased substantially from approximately 89,000 in the first quarter.of:2005 to
approxunatcly 279,000 in the fourth quarter of 2006.

Lower percentage of non broker-dealer customer orders—As a result of competitive pressures, we
generallly do not charge our exchange members for executing non-broker-dealer customer orders on our
exchange with the exception of premium products. Generally, an increase in our non-broker-dealer
custonler orders reduces our average revenue per side. As a percent of our total sides, non-broker-
dealer customer sides have been i increasing from 37.6% in the first quarter of 2004, reaching a high of
43, l%ldunng the first quarter of 2006; however, it has decreased to 40.4% during the fourth quarter of
2006. We believe this decrease may be due in part to changes in our cancellation fees as well as
changll.s in order-flow practices at various brokerage firms. As this percentage has decreased, we have
experienced an increase in our average net transaction fee per side.

Increal'se in institutional tradmg—In 2005, we began to aggressively roll-out system functionality and
tradin;; enhancements targetcd to institutional investors. We also increased our dedicated sales,
markeung and educational efforts. We believe that as a result of these efforts, we have seen an increase
in mst[1tunonal order flow which partly contributed to an increase in our firm proprietary trading as a
percel‘lt of our overall trade mix. This increase, together with price increases that we instituted for firm
proprietary orders in 2005, contributed to an increase in our average net transaction fee per side. As a
perceilt of our total equity and index average daily volume, functionality we have introduced targeted
to msutunons has increased from approximately 9% in the first quarter of 2004 to 23% in the fourth
qua:te r of 2006. As a percent of our total equity and index average daily volume, firm proprietary
u-admg has increased from 7.0% in the first quarter of 2004 to 13.1% in the fourth quarter of 2006.

Chan r;res in cancellation Sfees—In 2006, we changed the methodology and increased fees for canceling
order-. on our exchange. Since the change we have not experienced a decrease in cancellation activity;

therel ore, the revenues we earn from cancellation activity has increased our average net transaction fee
per snlde Effective February 2007, we increased the fee from $1 25 to $1.50 per canceled order.

: Non-;’SE market maker fees—In 2006, we began charging a fixed higher fee for orders sent to our-

exchcmge for execution by an EAM on behalf of a non-ISE market maker. We changed this fee as
non-]SE market makers do not pay all of the same fees that ISE market makers pay, such as trading
nghL and regulatory fees. Therefore, ISE market makers were subsidizing non-ISE market makers’
tradmg We have experienced an increase in these orders concurrent with our fee change resulting in an

7 increase in our average net transaction fee per side. -

Lower market maker fees—Market makers volumes have been i increasing; however, market makers pay
a vana.ble fee based on the overall volume on our exchange. This fee decreased as our overall exchange
volume has been increasing in 2006, thereby contnbutmg to a decrease in our net transaction fee per
side ind partly offsetting I.he increases noted above.

We have and will continue to change our fees in the future in light of the competitive pressures in the options
industry. These future fee changes may increase or decrease our average net transaction fee per side. Our average
net transaction|fee per side may also increase or decrease based on changes in trading pattems of market makers
and order-flow providers which is based on factors not in our control. )

v
|
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New Product Offerings’

As part of our strategy to provide our exchange members with value added services and to diversify our -
revenue stream, we seek to add new functionality and products to our exchange offering. Over the past two years,
we introduced the following new products:

+ Index Options—In 2005, we began to actively market our index lradmg initiative w]uch includes both
"proprietary and licensed indexes. Prior to 2003, our volume in index options trading was minimal. We
" " currently list options on 28 indexes. Qur index Opl‘JOI'lS trading volume increased from 18,000 contracts
in 2005 to 33,000 contracts daily in 2006.

s Second Market—In July 2006, we announced a Second Market that nearly doubles the total number of
equity options classes listed on our exchange. Together with our Primary Market, exchange members
have access to equity options that represent approximately 99% of industry volume through our
platform. Prior to launching our Second Market, we listed equity options that represented
approximately 97% of the total industry volume. Our Second Market will leverage our existing
technology and infrastructure and comply with our existing listing requirements rules. Market makers
in our Primary Market are eligible to make markets in our Secondary Market by paying a monthly
access fee. New market makers are eligible to make markets in our Second Market without purchasing
trading rights, but rather by paying a monthly access fee, as well as a surcharge on the transactions they
execute in our Second Market. In addition, we charge a transaction fee for non-broker-dealer customer
orders and do not maintain a payment for order flow program. We began trading in our Second Market
on October 9, 2006, with an initial listing of twenty opnons classes. As of February 12, 2007, we have
approximately 700 listings.

* ETF Trading—We continue to expand our index busuless beyond options tradmg with the impending -
launch of three new ETFs and a structured note. In February 2007, we entered into an agreement with
First Trust Advisors, a major investment management firm, to create and list ETFs based on the
following indexes: ISE Water (HHO), ISE-REVERE Natural Gas (FUM), and ISE Chlndia (symbol
-still to be decided). The “ChlIndia” ETF will be based on a new ISE index, currently in the development
stages that will include U.S. listings of firms domiciled in China and India. The ETFs will be listed on
the AMEX under the symbols FWT, FNG, and FCI, respectively. This marks another ‘first’ for ISE as
these indexes are now officially benchmarks for asset management. It also reinforces our goal to
broaden our product offering on our indexes. In addition, Bear Stearns has announced that it is creating

- astructured note on ISE SINdex making it the second note they developed based on an ISE Index; ISE

. Homeland Security was the first. The note will link the perfonnance of ISE SINdex relative to the
S&P 500, and will be traded over-the-counter.

The introduction of new functionality or product offerings generally require SEC approval which subjects us
to certain competmve disadvantages due to the time it takes to obtain SEC approval.

OMX

All of our market participants have their options orders matched using exchange trading technology developed
for our exchange by us in collaboration with OMX., OMX specializes in developing electronic exchanges and has.
delivered electronic trading systems to a number of international exchanges and clearing houses, Qur options
trading system is an enhanced version of OMX’s standard trading software platform, modified to include
functionality we designed to accommodate the complexities of options trading strategies and U.S. securities
regulations. We currently have two main contracts with OMX-—a Delivery and License Agreement, where OMX
granted us a license to use its exchange software and trading application for equities products based on cash and
derivatives, as well as for derivatives on fixed income, currency and commodities; and a Support Agreement, where
OMX provides us with customer service, support and enhancements to the software.

On September 28, 2006, we entered into a new binding agreement with OMX. This agreement provides for
a period of exclusive dealings with OMX and the general terms and conditions which will be contained in
definitive agreements pursuant to which OMX will develop, deliver, and license certain exchange application
software and related technology to us and provide customary on-going maintenance and support services. This
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new software ho*nse is intended to replace our current OMX license. The new license will allow us to use
OMX’s technolo 8y and software in the United States for derivatives on cash equities, fixed income, currency and
commodities, as well as cash equities. We will pay a total license and development fee in the range of $5.2
million to $11.8 million, based on the scope and complexity of the development effort. The term of the new .
license is 99 yealrs We may terminate this arrangement prior to acceptance of the software if:

» there is any fundamental change to the OMX’s software or technology,

+ OMX cletcrmmes to cease the commercial development or material progress towards the commercial
devclcpment of the software and technology; or

« OMX Ft:omn"uts a material breach of any provision of this arrangement and fails to resolve such breach
within!a reasonable time aftér receiving notice.

If we terminate the agreement, then we will be obligated to pay OMX all amounts accrued. In addition, we have
the right to opto ht of the arrangement if we undergo a merger or acquisition on or before a specified date or if
OMX undergoe.I a change of control. If we optout under those circumstances, then OMX will retain fees accrued
to them and we Wil pay a pre-determmed optout penalty fee.

Exclusive Listing of Options and Related Litigation

We have aggressively sought an end to exclusivity in certain indexes by demonstrating the benefits of
multiple listing 1o index licensors and retail and institutional investors. In 2004, we successfully brought an end
to exclusivity in Nasdaq 100 Index, all Russell indexes (including Russell 1000 and 2000), and S&P MidCap
400. We currenl iy list options on S&P MidCap 400, the Nasdag-100, Mini Nasdag-100, Russell 1000 Index,
Russell 2000 Index and Mini-Russell 2000 Index.

In 2005, w? announced our intention to trade options on SPDRs and DIAMONDS ETFs without a license.
S&P and Dow Jones brought suit against us alleging that our unlicensed trading infringed their intellectual
property rights. IIn June 2006, the Court of Appeals unanimously affirmed the ruling of the District Court which
dismissed the complamts of Dow Jones and against us. The District Court ruled that our unlicensed trading did
not infringe the|pla1nt1ffs intellectual property rights and dismissed the complaints. The Court of Appeals
unanimously affirmcd the District Court, finding that our creating, listing, trading, and clearing of options on the
shares of exchalngc traded funds that track the performance of stock market indexes does not constitute
rmsappropnatlon of the stock market index owners’ intellectual property or unfair competition, and that our use
of the SPDRs a1d DIAMONDS trademarks in listing those options does not constitute l:rademark infringement or
dilution.

On November 2, 2006, we filed a complaint in the U.S. District Court for the Southern District of New York
seeking to end llhe exclusive listing of certain index options (the “ISE NY Action”). We asked the District Court
to issue a decla; atory judgment ordering that we do not need a license to list index options on the DIJIA and S&P
500 Index. Curﬂently, these two actively-traded index options trade exclusively on CBOE pursuant to licensing

agreements bet.veen CBOE, Dow Jones, and McGraw-Hill. On November 15, 2006, Dow Jones, McGraw-Hill,
and CBOE ﬁletll a complaint against us and OCC in the Circuit Court of Cook County, Hlinois, asking the Circuit
Court to issue ¢ declaratory judgment ordering, among other things, that we may not list index options on the .
DIIA and S&P]500 Index without a license from Dow Jones and McGraw-Hill (the “Defendants’ Action”). On
December 22, ”006 Dow Jones and McGraw-Hill filed a motion to dismiss or stay the ISE NY Action pending a
decision in the Defendants Action. We intend to file papers in the ISE NY Action opposing the defendants’
motion to dlSmlSS or stay, and asking the court to stay all proceedings in the Defendants’ Action while the ISE
NY Action pro: beeds.

ISE Stock Exchange .

On April } 9, 2006, we announced that we were entering the equities market through the launch of ISE Stock
Exchange in pamlershlp with key strategic investors. The ISE Stock Exchange began trading on September 8, 2006
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with its first product, MPM. MPM is a continuous, instantaneous, fully automated, and anonymous matching
platform for trading stock. MPM’s matching platform executes orders at the midpoint price of the NBBO
throughout the trading day. On December 8, 2006, the ISE Stock Exchange successfully launched its fully-
displayed stock market. With the launch of the fully-displayed market, the ISE Stock Exchange now offers the only
fully-electronic dual structure that provides integrated access to both displayed and non-displayed liquidity pools.

Under U.S generally accepted accounting principles, or GAAP, ISE Stock Exchange is a variable interest
entity, or VIE, and we have begun to consolidate its results on our Statement of Financial Condition as of
December 31, 2006. Currently, consolidation will not have an impact on our financial results 2s under the terms
of the Limited Liability Company Agreement of I1SE Stock Exchange, we do not participate in any losses.

Longitude

On March 24, 2006, we acquired the intellectual property and other related assets of Longitude, Inc.,
inventor of a proprietary and patented technology that uses parimutuel principles.to run derivatives auctions
which aggregate liquidity and produce fair and efficient market-driven prices. The new entity that we organized .
to acquire those assets, Longitude LLC, became an operating unit of ISE. Initially, Goldman Sachs was a
minority investor in Longitude, however, in November 2006, we purchased Goldman Sachs’ interest. Currently,
the products offered include options on economic data in partnership with the CME and options on certain energy
market statistics in partnership with ICAP Energy and NYMEX. This acquisition is part of our strategy to deliver
expanded product offerings to the industry that demonstrates our commitment to growth and innovative
technology. Our results for 2006 reflect the operating results of Longitude. We do not expect the operating
results of Longitude to have a material effect on our financial results in 2007.

Our Reorganization

In connection with our initial public offering, we began the process to reorganize into a holding company
structure to allow us to have greater organizational flexibility, facilitate our access to the capital markets,
promote new business opportunities, facilitate future acquisitions and the formation of strategic alliances and
create a framework for future growth. As a national securities exchange, we are required to submit all changes to
our organizational documents to the SEC for approval and certain changes to the organizational documents are
generally deemed necessary 1o create the holding company structure. We received this approval from the SEC on
April 21, 2006 and completed our reorganization on September 1, 2006.

BUSINESS TRENDS AND DRIVERS
Seasonality
" In the securities trading industry, quancrly revenue fluctuations are common and are due primarily to
variations in trading volumes. We believe we experience increased levels of trading activity in the first and fourth
quarters, and decreased levels of trading activity in the second and third quarters. As a result of this and other factors

described elsewhere herein, period-to-period comparisons of our revenues and operating results are not necessarily
meaningful, and the results of any quarter are not necessarily indicative of results of any future period.

Revenues
Transaction Fees

Transaction fees have accounted for, and continue to account for, a majority of our revenues and are
primarily driven by contract trading volumes, pricing changes and the proportion of non-broker-dealer customer
volume in the trading mix. We have three general fee categories—market maker, firm proprietary and
non-bmker—dcaler customers.
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Historically, our transaction fee has varied based upon the overall contract trading volume on our exchange.
This variable fee applied to market maker, firm proprietary, and customer premium product transactions.
However, beginning in December 2005, we modified our fee schedule to apply the variable fee only to market .
maker transactions. Based on our current fee structure, our transaction fee for market makers will change when
our monthly ADY reaches the fol]owmg thresholds:

Monthly ADV " o ' Transzction

E_M ‘ ' _Fee

1,045 -1 343 ...... e P LTt 8009
'1,343-1,88'0 ...................... e $0.18

L880-3,I33 ..o . S $0.17

3,133 - 9400 ......................................................... e $0.16

Greater thar) 9,400 . ..... T TR $0.15

As a result of competitive pressures, we generally do not charge our exchange members for executing
non-bmker-dealcir customer orders on our exchange with the exception of premium products and our Second
Market. General] y, an increase in our non-broker-dealer customer orders reduces our average revenue per side.
As a percent of cur total sides, non-broker-dealer customer sides have been increasing, reaching a high of 43.1%
during the first quarter of 2006. However, it has decreased to 40.4% during the fourth quarter of 2006. We have
also expenencedJ an increase in firm proprietary trading as a percent of our overall trading mix from 7.0% in the
first quarter of 2004 to 13.1% in the fourth quarter of 2006. We believe this increase is an indicator of increased
institutional use of our trading platform. Also included in transaction fees are fees we charge exchange members
for canceling orders. We have recently changed and raised this fee and may contmue to do so in the future.

The transaction fee for firm proprietary and non broker-dealer customer premium product transactions is
currently $0.18. '

Also mcluded in transaction fees are activity remittance fees we pay to the SEC as well as license fees we
pay for our exchange members to trade licensed products. GAAP requires us to record these fees on a gross basis.

We contme ally examine our fee structure in light of competitive changes in the marketplace.

Member Fees and Other

Member fe=s and other are primarily driven by (a) the number of participants that become members of our
exchange; (b) cz pac1ty requirements that are dictated by the number of quotes or orders submitted to our trading
system as well as the communication method chosen by the member; and (c) revenue from the sale of CMM
trading rights, In 2002, we created 60 CMM trading rights to sell for $1.5 million each. Each CMM trading right
grants the holder the right to trade as a CMM on our options exchange. We currently recognize revenue from the
sale of these CMM trading rights over an estimated useful life of 14 years on a straight line basis. As of the end
of 2006, we have 10 remaining CMM trading rights to sell. We seek appropriate buyers for these CMM trading
rights based on their ability to provide significant liquidity to our markets. The proceeds we receive from the
sales, less taxes 'and bonuses we pay on those sales, have been distributed to our stockholders. Unsold CMM
trading rights do not generate revenue for us. Accordingly, based on requests by potential exchange members we
decided in 2006'to offer to lease the unsold CMM trading rights for one year periods, for $150,000 per year. We
anticipate leasin 8 or selling all of the remaining unsold CMM trading rights and may effect such sales at anytime.
However, we hfwe no present agreements with any entity to purchase or lease the remaining CMM tradmg rights
and we cannot assure such sale or lease will take place. As of December 31, 2006, we sold 50 CMM tradmg
rights. Other fecs represent revenues from our subsidiary, Longitude. '

‘Market Data Fees

Market datla revenues are primarily driven by the proportional number of trades executed on our exchange as
well as the OPRA profits. We expect our market data revenues to continue to fluctuate based upon our market share
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of trades and OPRA’s profitability. Our market share of trades is partly driven by our trade size or our average
contracts per trade. With the exception of the first quarter of 2006, we have generally been experiencing an
increasing number of contracts per trade. We believe the increase in number of contracts per trade is an indicator of
increased trading by institutional investors, who generally trade in larger size than retail investors. To the extent we
are successful in our efforts to increase trading by institutional investors, we may experience a decrease in our
market data revenues; however, this decrease would be more than offset by increased transaction fee revenues due
to the increased trading. Also, to the extent the SEC expands the number of options included in the penny pilot, we
would expect OPRA to have increased costs for upgrading the capacity of its systems which may reduce our market
data revenues. Additionally, beginning in the second quarter of 2006, we began to record revenues from our own
market data offering. We do not expect the revenues generated from this offering to be material to our 2007 results.

Cost of Revenues

We record direct costs associated with our revenues as “Cost of revenues” on our consolidated statement of
income. These costs are comprised of:

* Activity remittance fees we pay to the SEC pursuant to Section 31 of the Exchange Act. These fees are
designed to recover costs to the government for the supervision and regulation of securities markets
and securities professionals. This expense is wholly offset by activity assessment fees we charge our
exchange members which is included in transaction fees.

* License fees we pay for our exchange members to trade licensed products, primarily options on certain
ETFs and indexes. This expense is offset by surcharges we charge our exchange members for trading
these products which is included in transaction fees. We expect these fees to decrease as we no longer
pay such fees on certain ETFs, including in October 2006 license fees on the QQQQ’s.

Expenses
Compensation and Benefits

Employee compensation and benefits expense is primarily driven by changes in our headcount and levels of
incentive compensation. We may continue to increase our headcount to support our business initiatives which
will lead to higher compensation and benefits expense. We also may experience fluctuations in our incentive
compensation as a portion of that expense is based on our profitability. We may also incur costs for a success
bonus, in the form of cash and/or stock, payable to our executive officers and certain directors if and when we
sell our remaining 10 CMM trading rights.

Technology and Communication

Technology and communication expense is primarily driven by costs associated with our trading system and.
generally fluctuates based upon long-term trends in our business activity. Certain elements of this expense, which
we incur in anticipation of certain transaction volume levels, have both a fixed and variable nature. Once we
incur these expenses initially, we may not incur them going forward on a recurring, annual basis. As a result of
the importance of our systems to the viability of our business, we continue to invest heavily in areas such as
system capacity and reliability, increased functionality and performance and security and expect the costs to
increase in 2007. We also must modify our systems from time to time to comply with various regulatory
requirements and competitive responses. The expenses we incur for these modifications may vary substantially
from period to pericd. We anticipate technology and communication expense to fluctuate with increases in
volumes and trading system enhancements as well as technology changes in the industry. In addition, if the SEC
were to decide to extend its penny quoting pilot to a significantly greater number of options, we will incur
additional costs to upgrade our systems.

Occupancy

Occupancy expense is primarily driven by our facility needs due to headcount or system needs as well as-
back-up facilities. We anticipate higher occupancy costs in the future to support our growth, computer operations
" and disaster recovery needs. .

56




Professional Fees

Professmnal fees are generally discretionary in nature, however there are non-discretionary components
such as accounti ng, audit and regulatory fees. As a SRO, we are required to regulate our exchange members and
as such, we employ the services of the NASD to perform certain of these functions on our behalf. Furthermore,
certain expt:nsesl such as those related to new business initiatives or litigation may fluctuate from year to year.

N

Marketing and Business Development

Marketing md business development expense is generally discretionary in nature and is pnmanly dnven by
our public relatinns and product promotion campaigns.

Depreciation and Amortization

Deprec:latlclm and amortization expense is primarily driven by purchases of software licenses, leasehold
improvements alnd intangible assets we purchase and capitalize. We expect to incur additional software
amortization expense related to enhancements to our trading system in order to remain competitive. [n addition,
our leasehold improvements amortization may increase as we review our office space requirements, computer
operations and clisaster recovery needs.

.

Other ﬂpt.mes

Other expépses include Board of Director expenses, travel and entertainment related costs, general office
expenses and lizbility insurance premiums. We expect other expenses to increase to support our overall growth.

Interest an Id Investment Income

Interest and investment income is primarily driven by our available cash balances and changes in the market
value of securities owned in our previous long-term deferred compensation plan.

Provision jor Income Taxes

Provision for income taxes is based on the application of prevailing federal, state and local tax rates. The
difference betwaen our effective tax rate and the statutory tax rate may vary from peried to period, but primarily
results from state and local taxes and the effect of certain non-deductible expenses. We expect our effective tax
rate to range from approximately 43% to 44% in 2007.

Fixed and Variable Expenses

Qur expense structure is predommantly fixed. However, there are some variable components that fluctuate
with volumes. We may incur certain costs in anticipation of certain transaction volume levels and make significant
expenditures re] ated to technological innovations over long periods of time, so that our operating margins and
profitability coulld be adversely affected. In addition, a component of our incentive compensation is dependent upon
our operating relsults If demand for our serviees should decline suddenly and we are unable to adjust our fixed cost
base on a timel basis, it could have a material adverse effect on our operating results and financial condition.

NON-GAAP FINANCIAL MEASURES

In an effoﬂ to provide additional information regarding our results as determined by GAAP, we also
disclose cextam non-GAAP information which we believe provides useful and meaningful information. Our
management reviews this non-GAAP financial measurement when evaluating our financial performance and
results of oper'tttons therefore, we believe it is useful to provide information with respect to these non-GAAP
measurements Iso as to share this perspective of management. Non-GAAP measurements do not have any
standardized mlcamng and are therefore unlikely to be comparable to similar measures presented by other
companies. Th:se non-GAAP financial measures should be considered in the context with our GAAP results.
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We have disclosed financial measures using our net transaction fees which we define as our transaction fees
less activity remittance fees and ETF and index license fees. Under GAAP, activity remittance fees and ETF and
index license fees are required to be recorded on a gross basis. Since activity remittance fee and ETF and index
license fees are wholly offset by corresponding amounts in transaction fees, management believes presenting net
transaction fees provides a clearer measure of our transaction related performance.

The following table reflects the calculation of our net transaction fees:

Year Ended December 31,
2006 2005 2004
(in thousands, except per side amounts)
Transactton fees . .. ... vvi ittt i e e D $ 157,252 $116,121 $ 89,532
Less cost of revenues:
Activity remittance fees .. ..........c.otiitiniiiiieeiean.n, 16,125 14,075 6,451
ETFand index license fees .........c.ccoiiinvinninrnnnennns 71259 4 816 3,175
Total cost of TEVENUES .......ovvviiiin i i 23,384 18,891 9,626
Net transaction fEES . ..o\ vte e et iraaae et iaaeneranens $ 133868 §$ 97230 $ 79,906
Totalsides ................... e 1,183,923 897,392 721,706
Average transaction feeperside .......... ... ..o, $ 0133 .$ 0129 § 0.124
Averagecostofrevenuesperside ............ ... ..l (0.020) (0.021) (0.013)
Average net transaction feeperside .................. ... 0., $ 0113 % 0108 $ 0111
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KEY STATISTICAL INFORMATION

In evaluati

i

ng the peri'_onnance of our business, management closely monitors these key statistics for ISE:

* Year Ended December 31, -

2006 2005 2004
Tradingdays .|........ ..ot i 251 252 252
Average daily tradmg volume (contmcts) H{1)(2)
Equity and Inclex Options
U.S. industry eql.uty and index options traded (in thousands) ......... 8,079 5,969 4,690
Our equity and' lndex options traded (in thousands) ................. 2,358 1,781 1,432
Our market share of equity and index options traded ................ 29.2% 29.8% 30.5%
Equity Optlons ’ -
U.S. industry e-qmty options traded (in thousands) .................. 7,347 - 5433 4,300
Our equity optllons traded (inthousands) ......................... 2,326 1,763 1,432
QOur market share of equity options traded ........................ 31.7%  324% '33.3%
Index Opimnsf '
U.S. industry mdex optlons traded (inthousands) .................. 731 536 390
Ourmdcxoptwnstraded(mthousands)......... .............. 33 18 . —
Our market shzl_re of index optionstraded . ..................... e 4.5% 34 —

" Our member total trading volume (sldes, in thousands): (3) ‘ :
117170 171 o 487,310 370,772- 282,367
Firm propnetm.'y ............................................. 148,990 84,288 53,464
.5 F:V s 011721 (- o 547,623 442,332 385,875
Total ..o e e 1,183,923 897,392° 721,706
Our market share of total industry trading:(4) ‘ .

1130031 1 A S 30.0% 30.3% 27.5%
Fittn PrOPrietaiy ... ..ovvverinnnnriiinennaserrnnasnnrnnnnnns 25.0% 22.0% 20.1%.
Market maker [........ccootrunnnnnnriaiiiiitiiiiiiiiiaaaas 29.8% 31.5% 36.1%
Revenue: - ‘ :
Average tmnszu:uon fee per SIde(S) o e $ 0133 $ 0129 § 0124
Average cost Cf transaction fee perside(6) ............ ...l 0.020) (0.021) (0.013) .
Average net u:lmsactlon feeperside(6) .................. ... $ 0113 $ 0108 $ 0.111
Average transaction fee per revenue side(7) ............... ... $ 0176 $ 0178 % 0.180
Our trades: (8) '
Average contrlicts pertrade . ... .. ... i 17.6 17.8 17.3
Average tradeI perday (inthousands) ...............coveiiiian.. 1339 100.3 82.8
Total number of trades (inthousands) ................. .. cvian.. 33,601 25,269 20,858
OQur market shhre of industry trade volume . ... ........ ...t 32.6% 33.8% 35.0%
Our listed i issties: (9 '
Average numbler of issues traded during the penod ................. 968 743 655
Our members (average number trading during penod) .
PMMS ..ot e 10 10 10
CMMS . e 146 136 135
EAMS ittt te s ere it e 102 95 95
Total ... s 258 241 240
Employees (period average) _
Full-time equi ivalent (10) ...................................... 180 185 151
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Represents single counted contract volume. For example, a transaction of 500 contracts on our eichangc is
counted as a single 500 contract transaction for purposes of calculating our volumes, even though we may
receive transaction fees from parties on both sides of the transaction, one side of a transaction, or in some

" cases, neither side of a transaction.

Our market share is calculated based on the number of contracts executed on our exchange as a percentage
of total industry contract volume.

Represents each side of a buy or sell transacnon For example, a transaction of 500 contracts on our
exchange is counted as two sides of 500 contracts, representing a buy and a sell transaction. We generally
do not charge our exchange members for executing non-broker-dealer customer orders on our exchange
except for options on our premium products as well as options for listings on our Second Market.
Represents our market share of totat U.S. industry equity and index trading for members trading on our
exchange based on contract trading volume.

Average transaction fee per side is calculated by dividing our transaction fees by the total number of sides
executed on our cxchange We generally do not charge our exchange members for executing non-broker-
dealer customer orders on our exchange except for options on our premium products as well as options for
listings on our Second Market, Comparing our average transaction fee per side to our average transaction
fee per revenue side reflects the negative effect of our fee waivers or reductions on our revenues, on a per

" side basis. For the years ended December 31, 2006, 2005 and 2004, we have waived and discounted

(6).

M

(34

®°

(?)

$33,613, $27,502 and $21,551 of our fees, respectively.

Average cost of transaction fee per side is calculated by subtracting cost of revenues from transaction fees,
which we refer to as net transaction fees, and dividing the result by the total number of sides executed on
our exchange,

Our average transaction fee per revenue side reflects the transaction fee we charge to our market participants
per our publicly available pricing schedules, excluding activity remittance fees and license fees. These
schedules were part of rule proposals that became effective upon filing pursuant to Section 19(b)}(3)(A) of.
the Exchange Act. The SEC may abrogate such rule proposals within 60 days of filing if it determines that
such action is necessary or appropriate in the public interest, for the protection of investors or otherwise in
furtherance of the purposes of the Exchange Act.

Exchange members can have several coatracts per trade. Trades represent the number of trades cleared
through OCC. Market data revenue is generated on a per trade basis, not on a contract basis. S

By “issues” we mean the number of securities underlying our opt:ons We trade multiple optlons series on..
each underlying security. * | :

(10) Excludes full-time equivalent employees of ISE Stock Exchange beginning April 2006

We denve our data from our own records and data for the markets in which we compete from mfo:matlon '

published by or prepared for OCC and OPRA.




Results of Operations

. The follow ing table sets forth our consolidated statement of income data for the periods 'p_resemed asa

percentage of total revenue:

Year Ended December 31,
2006 2005 2004
Revenues ’ ‘ :
Transaction fees .................................................... . T18% T745% 69.1%
Memberfeesandother..........................................._ ....... 130, 139 17.6
Market data. . L. ..o AR 91 116 133
TotAl TEVEOUES .. ... cvvi e e ie e bii it iasntsirraanaennn R . 100.0 - 100.0 100.0
Cost of revenues ‘ ' ' |
Activity remittance fees .. ....... ... i e 80 9.0 5.0
LICENSe fEes .| .. ...ttt 36 31 24
Totalcostlofrevenues e 11.6 12.1 1.4
GrossSmargin ...........coiiiiiiniiinnnnsiiniiinncrirrsaraaanns 88.4 87.9 92.6
Compcnsationlandbencﬁts............“......; ................. 228 . 234 259
Technology and communications . ....... B T 16 88 12.5
Occupancy! ........... E 260 29 31
Professional fees . .......... e e e e 30 3.8 31
Marketing and)business development ............... P ieeaee s 1.6 25 2.8
Depreciation and amortization ... .............ccoeeeiiiiiaanns e 34 39 3.1
Other.......|.......... e e e et 24 26 22
Total du'ect EXPEIISES .« .\ v v v vvvvsenannssstttasanterranaceeraeeaanas . 433 479 527
Recovery of legal (= - T S et aenere e, (0.6) — -
Billing relmbuirsement .......... ettt iaaa e 1.6 — —
ReOTganization . .......ovvttiiinennrrrner st iiaaeesanrrrnneennnerrinns 0.2 02 . 16
Offering COSES|. . o oo vt r et et i et e — . 0.6 —
Total expenses ................. e 445 487 - 343
Operating income ........... e e D " 439 392 383
Interest and mvestments ................................................. 7 4.1 2.6 1.7
Mmonty IOMERESt - e e 03— —
Income bcfore: provision fortaxes ,.........ciei ity eaeeeenann 48.4 41.8- 400
Provision for income taxes . . ... ... i i e U 21.1 191 19.7
NEtINCOME . & .. o ettt et e e e e e ni e L. 213% 227% 203%

YEAR ENDED DECEMBER 31, 2006 VERSUS DE CEMBER 31, 2005

Overview

Net incmlne increased 56.0% to $55.2 million in 2006 from $35.3 million in 2005, primarily due to increased
trading volumes on our exchange. Our expenses increased 18.5% to $90.0 million in 2006 from $75. 9 million in

2005, primarily due to increased compensation and benefits costs.
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Revenues

L . . . [

Year Ended December 31,

m 2005 Change % Change
(in millions)

Revenues: . _
Transactionfees .. ........ ... i $157.3 $116.1 $41.1 35.4%
Memberfeesandother .-........... ... ittt 264 21.7 - 4.6 21.3%
Marketdata....... e e e 18.5 18.0 0.4 2.4%
"' Total revenes ......... PP 2021 1559 462  29.6%
Cost of revenues: .
Activity remittance fees ......... e e e 16.1 141 21 - 146%
| BT T (- TP ST 7.3 4.8 24 50.7%
Total costofrevenues .................cccoiiiiiiiiiiiinnt, 234 18.9 45 23.8%

Grossmargin ............iiiiiii i e e $178.7 $137.0 3$41.7 30.4%

Transaction Fees

| : .
Transaction fee revenues increased 35.4% to $157.3 million in 2006 from $116.1 million in 2005, primarily
due to increased trading volumes on our exchange. This volume growth was due to several factors, including the
following: - o - ) , '

+ Industry ADV for equity options in 2006 increased 35.2% from the comparable period in 2005.

* Our ADV increased 31.9% over the same period; however our market share decreased 10 31.7% from
32.4%. ‘

* Our ADV in index options was 33,000 in 2006 compared to 18,000 in 2005. T

Our avérage transaction fee per side increased to $0.133 in 2006 from $0.129 in 2005. Over the same period
our average net transaction fee per side, a measure we use to evaluate our revenues which excludes activity
remittance fees and ETF and license fees, increased to $0.113 from $0.108. Higher premium product volimes for
which we charge non-broker-dealer customers as well as changes in our trading mix drove these increases. Firm
proprietary trading activity, as a percent of our overall volumes, increased to 12.6% in 2006 from 9.4% in 2005.
We believe this shift in mix is a sign of increased institutional trading. Additionally, we recorded higher
cancellation fee revenues due to recent changes we initiated in the calculation and the amount we charge for this
fee. Partly offsetting these increases was a decrease in average transaction fees charged to our market makers
based on our exchange reaching certain overall volume thresholds.

Member Feelé and Other

Member fees and other increased 21.3% to $26.4 million in 2006 from $21.7 million in 2005. The increase
was primarily driven by an increase in connectivity fees due to a pricing change and revenues from our
subsidiary, Longitude. In April 2006, we changed our exchange member connectivity fees to be based on an
exchange member’s quote capacity usage versus login activity. Partly offsetting this increase was lower imputed
interest from our sale of CMM trading rights. For CMM trading rights sold on an instalilment basis, we record
imputed interest over the term of the installment sale. As installments were paid earlier than scheduled, we
accelerated the remaining unrecognized interest in 2005.
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Market Data ' ' l

Market dats revenues mcreased 2.4% to $18.5 million in 2006 from $18.0 million in 2005. The i increase was
primarily attributable to higher profitability by OPRA oompa.red to the year ago period. Partly offsetting the
_increase was oul' lower market share of industry trades. We accounted for 32:6% of total mduslry trades in 2006
and 33 8% in 2005

H

Expenses I ' ' o ' SR
Year ended December 31,
2006 2005  Change = % Change
: ‘ _— : | i T

Compensanon and beneﬁts L e e . $460 $366 $ 94: 25.8%
Technology ANC COMMUIICATIONS . . . .0 el e ae e enneaennn 154 136 1.8 7 129%
OCCUPANCY ..ottt ittt sanniar s aaasiiisesanns 5.2 4.5 0.8 - 16.7%
Professional fees . .. . .. e e e 6.1 6.0 0.1 1.3%
Marketing and l:)usiness development ............... AR 32 39 (08 (190%
Depreciation and amomz.auon ............. P R 6.8 6.0 0.8 13.8%
Other........ RO SP e DRI L. 48 40 08 187%

Total chreclt BXPEIISES . . v vseevneeenenraennenannennnne 876 747 129  172%
Recovery of leg'al (= = J N {1.2) — 12 NM
Billing reimbursement . ... .........veeeneraenenaenionennenns 33 — 33 'NM
Reorgamization! | .. ... o eeisie el e .03 0.3 0.0 NM
Offering costs . ..... e UL i C— 09 (09~ NM

Total eXp2nSeS .................... e SR '$90.0 $759 $140°  18.5%
Compeusatwn and Beneﬁts

Compenszmon and beneﬁts expense increased 25. 8% to $46.0 million in 2006 from $36.6 mﬂhon in 2005,
The increase was primarily due to higher cash incentiveé compensation resulting from our increased pmﬁtablhty,
hxgher stock based compensation costs, and increased headcount.

Technology ard Communwauon ! - -

Technolo,vy and communication expense mcreased 12.9% to $15.4 mllhon in 2006 from $13.6 mzlhon in
2005. Fees paid to OMX increased $0.6 million due to additional enhancements and maintenance of our options
trading systemI Other costs relating to our options trading system increased $1.4 million, primarily for capacity
upgrades. Partl‘y offsetting these increases was a decrease in expenses for our exchange member tradmg network
.of $0. 4 millior; as we contmue to dlrect exchange members to obtmn their own connectmty

] 1

Occupancy

Occupam y expense increased 16.7% to $5.2 million in 2006 fmm $4.5 million in 2005, pnman]y due to
additional ofﬁ,e space we leased in January 2006 to suppon our growt.h as well as data center space assumed
with the acqm ,mon of Longitude. )

¥

Professional IFees

Professignal fees increased 1. 3% to $6.1 million in 2006 from $6.0 rmlhon in 2005. This increase was
primarily due to $0.4 million in higher fees paid to NASD to perform certain regulatory function on our behalf, -
$0.4 million i m higher audit and accounting advisory fees, $0.3 million in higher technology oonsultmg related to
the deve]opmu it of the ISE Stock Exchange and $0.3 million in other consulting fees related to new'
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business initiatives. Partly offsetting these increases was a $1.4 million decrease in legal fees from the year ago.
period which included services in anticipation of us becoming a publlc company as well as hugatwn costs related
to our decision to trade certain ETF’s without a hcense _

. a
$

Marketiug and Business Development

Marketing and business development expenses decreased 19.0% to $3.2 million in 2006 from $3.9 million
in 2005. The decrease was attributable to lower levels of spending on ISE branding campaigns compared to 2005.

Depreciation and Amomzatwn

Depreciation and amortization expenses increased 13.8% to $6.8 million in 2006 from $6.0 million in 2005.
This increase was primarily due to a $0.3 million increase in amortization of capitalized software enhancements
and $0.3 million of amortization of intangible assets acquired from Longitde, Inc. We also recorded a $0.2
write-down of our OMX Broadened License in 2006 based on our decision to develop our equities trading system
internally.

Other Expenses

Other expenses increased 18..1% to $4.8 million in 2006 from $4.0 million in 2005. The increase was
atiributable to higher board fees as well as an increase in other general expenses to support our overall growth.

Recavery of Legal Fees

. Werecorded a $1.2 million recovery of legal fees in 2006 associated with our successful litigation to list
options on SPDRs without a license. In 2006, we received from S&P a refund of the license fees we paid them
for transactions in SPDR options. We returned these fees to our members, less our légal costs.

Billing Reimbursement

We recorded $3.3 million in billing reimbursements to members in 2006 due to an error in our billing
system related to fees charged for trading cértain complex orders. Upon discovery, we conducted a detailed
review of our billing system’s procedures and controls and made improvements in our quality assurance process.

Reorganization

We incurred $0.3 million of reorganization costs in 2006 and 2005. These expenses consisted primarily of
legal fees related to our reorganization into a holdmg company structure whlch was completed in September -
2006. .

Offering Costs

We incurred $0.9 million of offermg costs in 2005. These expenses consisted prlmarlly of lega] fees related
to our secondary offering in December 2005.

Interest and Investment Income

Interest and investment income increased to $8.4 million in 2006 from $4.1 million in 2005. The m'creas_e
was attributable to $4.2 million of additional interest income on higher average cash balances and higher
unreah'wd gains on securities owned of $0.1 ‘million.

Minority Interest
We recorded $0.7 million in minority interest in 2006. This amount represents Goldman Sachs’ minority
stockholder’s interest in the loss from Longitude.
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' Ph;vzswn Jor Income Taxes -

Our tax pro, vision increased to $42 6 million in 2006 from $29.8 million in 2005. Over the same penod our
effective tax ratc:I decreased to 43.6% from 45.7% due to higher levels of non-deductible expenses in the previous
year and lower siate and local taxes. '

YEAR ENDED DECEMBER 31, 2005 VERSUS DECEMBER 31, 2004
Overview

Net income increased 35.1% to $35.3 million in 20035 from $26.2 million in 2004, primarily due to-increased
trading volumes|on our exchange. Our expenses increased 7.7% to $75.9 million in 2005 from $70.5 million in
2004, primarily due to increased compensation costs, professionat fees and other expenses. We incurred
reorganization cbsts of $0.3 million in 2005 and $2.1 million in the comparable penod in 2004, !

Revenues . , /
I Year Ended December 31,
2005 2004 Change % Change
(in millions)

Revenues: . oo :
Transaction feeti .. .. ... vovnenininin e $116.1 $ 895 $266  29.7%
Memberfeesandother . .........ccvvriirieanininrannannenrnens 21.7 229 (1.1) B.0)Y%
Marketdata.. ... ... ... e e 18.0 17.2 08 . 48%

Total FEVEMUES ... ... ..oveeeeennnnnnneeeeennnnnes e 1559 1296 263  203%
Cost of revenn s , . oo o
Activity remittance fees ......... ... oo 14.1 6.5 76 1182%
License fees . |. ... onuies it e 48 32 16  511%
Total COSt Of FEVENUES ... ....overeernnnnnss UDTTURI S 189 96 93 962%
Gross MArgin . .....oovuinnvneeieii it $137.0 $120.0 $17.0 14.2%
Transaction F ves "

Transacticn fee revenues increased 29.7% to $116.1 million in 2005 from $89 5 million in 2004, pnmanly
due to increased trading volumes on our exchange. This volume growth was due to several factors, mcludmg the
followmg . : , "

. Indu‘try ADV for equity options in 2005 increased 26.3% from the comparable penod in 2004. Our
ADV| increased 23.1% over the same period and our market share decreased to 32.4% from 33.3%. Our
ADV' in index options was 18,000 for the year ended December 31, 2005. We began to actively market
our index trading initiative in 2005. Prior to that, our trading in index options was ncghglble

s The .werage number of issues available to trade on our exchange increased to 743 in 2005 from 655 in
2004

Our average transaction fee per side increased 4.0% to $0.129 in 2005 from $0. 124 in 2004 due to higher
activity remltulmce fees and ETF and index license fees. Activity remittance fees increased due to higher
assessments o1l our transactions pursuant to Section 31 of the Exchange Act. Also increasing were licensing fees
on ETF and mdex options due to increased volume in these products. Partly offsetting these increases wasa '
decrease in out average pricing from $0.180 to $0.178 as a result of reaching certain overall volume thresholds. -
Our average nct transaction fee per side, which excludes activity remittance fees and ETF and license fees,
decreased 2.7¢ Ib to $0.108 in 2005 from $0.111 in 2004. This decrease was primarily due to the proportional
increase in owr non-broker-dealer customer sides. We currently do not charge any fees for most non-broker-
dealer customer equity options transactions, except for options on our premium products. Had we not charged
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non-broker-dealer customer sides for trading premium products, our average net transaction fee per side would
have been $0.003 less for the year ended December 31, 2005. Non-broker-dealer customer transactions
represented 41.3% of all sides executed on our exchange in 2005 compared to 39.1% in 2004. However, overall
revenues generated from increased market maker and firm proprietary sides, on which we do charge transaction
fees, more than offset the increase in non-broker-dealer customer sndes and the decrease in average net
transaction fee per side.

Member Fees and Other

Member fees and other decreased 5.0% to $21 .7 million in 2005 from $22.9 rmlhon in 2004. The decrease .
was primarily driven by lower imputed interest, communication and software fees and regulatory and
administrative fees. Imputed interest from our sale of CMM trading rights decreased by $1.1 million due to the
prepayments of installments as a result of members selling their CMM trading rights to other broker-dealers.
Software fees decreased $0.5 million as reimbursement from our marketing fund ended in July 2004,
Communication fees decreased $0.4 million as we continue to direct our members to obtain and pay for their own
communication lines to our network, which, in turn, reduces some of our costs associated with these lines. Partly
. offsetting these decreases was an increase in revenue recognized from the sale of CMM trading rights of $0.5
million and a corresponding increase in membership fees of $0.3 million.

Market Datag Fees

Market data revenues increased 4.8% to $18.0 million in 2005 from $17.2 million in 2004. The increase was
primarily attributable to increased profit by OPRA during the period. Our number of trades increased 21.1%
during the timeframe. We accounted for 33.8% of total industry trades in 2005 and 35.0% in 2004.

Expenses ,
Year ended December 31,
2005 2004 Change % Change -
(in millions)
Expenses: ‘
Compensationand benefits ...............c.coiiiiiiiiieaanas $366 $335 $3.1 9.1%
Technology and commUNICAHONS .. .. .. vvueieinineninernnnnnn. 136 16.3 2.6) Q6.1)%
OCCUPANCY - .. viet i eaaaanraenn e 4.5 40 . 05 11.6%
Professional fees . . . .. et aaraaaaaa e 6.0 40 1.9 47.8%
Marketing and business development ............... ... ..ol 39 37 0.3 7.2%
Depreciation and amortization ........ e ERTTIRN 6.0 4.0 20 51.2%
Cther ....... e U [P . 40 -~ 29 1.1 40.9%
_ Total direct expenses ............ S 2 N A - X N X 9.2%
Reorganization ........ e e S 03 21 (1.8) (83.9%
Offeringcosts . ...........covvvnnn e e 09 — 0.9 NM
Total eXPENSeS . ........oouureeriiineiiiee e $75.9 $705 §$55 1.7%
Compensation and Beneﬁts

Compensation and benefits expense increased 9.1% to $36.6 million in 2005 from $33.5 million in 2004.
The increase was primarily due to increased headcount and higher stock-based compensation. Qur headcount
increased to 185 as of December 31, 2005 from 151 as of December 31, 2004 driven by new business initiatives,
support for our overall growth, and public company requirements, Also included in compensation and benefits is
$4 8 million of stock-based compensation related to options and restricted stock we granted in connection with
year-end compensation and our initial public offering. We adopted SFAS No. 123(R) effective January 1, 2005
as part of our initial public offering, and accordingly began to expense options, which accounted for $0.9 million
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of our total StO(ék based compensation for the year ended December 31, 2005. Partly offsetting these increases is
lower cash mcelnuve compensation of $2.2 million, Our incentive compensation was higher in 2004 duetoa
higher cash bonus pool in connection with our initial public offering. Also decreasing were success bonuses
‘payable in conj Unction with sales of CMM trading rights which decreased by $2.5 million, -

" Technology and Communication

Technology and communication expense decreased 16.1% to $13.6 million in 2005 from $16.3 mllhon in
2004. Fees paul to OMX decreased $2.3 million due to lower licensing fees as we signed a new agreément in *
September 2004 changing this fee from usage based to a capitalized software license fee whlch we amortize
t.hrough deprecnatlon and amortlzatlon

‘Occupancy i
Occupanc y expense increased 11.6% to $4 5 million in 2005 from $4.0 million in 2004, pnmanly due to
additional space leased for business continuity purposes .

Professional Fees

Profcssxonal fees increased 47.8% to $6.0 million in 2005 from $4.0 million in 2004. The increase was
primarily due lo higher public company related expenses for accounting and legal services. In addition, we
incurred legal Ifees in connection with ongoing litigation from our decision to list options on certain ETFs without
secking a licen se from the creators of the indexes underlying those ETFs, and a challenge to our creation and
dissemination 5f the ISE Gold Index. The revenues we have earned from trading these ETFs has more than offset
any legal fees we have incurred.

Marketing and Business Development

Marketm,; and business development expense increased 7.2% to $3.9 million in 2005 from $3.7 million in
2004, The i mcneasc was primarily due to higher annual report costs as a result of becoming a public company.

Depreciation itnid Amortization

Deprecnauon and amortization increased 51.2% to $6.0 million in 2005 from $4.0 million in 2004:
Amortization of our trading system licenses increased $1.8 million due to the purchase of expanded trading
licenses from OMX in September 2003 and the renegotiation of our agreements with OMX in September 2004
referred to abcve.

Other Expenses

Other expenses increased 40.9% to $4 0 million in 2005 from $2.9 million in 2004. Insurance expense
increased $0. 6 as a result of higher coverage subsequent to our initial public offering and other genera] expenses
increased $0.6, million in conjunction with our overall growth.

Reorganization and Qffering Costs

We mcmred $0.3 million of reorganization costs in 2005 and $2.1 million in 2004. These expenses
consisted prmlanly of legal, accounting and other professional fees related to our reorganization into a holding
company struc:ture. In addition, we incurred $0.9 million of expenses in 2005 for legal and accounting services in
connection with our secondary offering.

- Interest and Investment Income

Interest .md investment income increased 84.2% to $4.1 million in 2005 from $2.2 million in 2004. The
increase was ]Jnmanly attributable to $2.6 million of additional interest income on higher average cash ba]anoes
partly offset tiy lower unrealized gains on securities owned of $0.7 million.
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Provision for Income Taxes

Our tax provision increased to $29.8 million in 2005 from $25.5 million in 2004.-Our rate was 45.7% in the
year ended December 31, 2005 compared to 49.4% in 2004 due to higher levels of non-deductible reorganization
expenses. Our rate during 2005 also reflects a lower tax rate on returns from our invested cash.

Quarterly Results

- " The following tables set forth selected unaudited consolidated quarterly statement of income data, both in
dollar amounts and as a percentage of total revenues, and selected unaudited consolidated quarterly operating
data for the twelve quarters ended December 31, 2006. In our opinion, this unaudited information has been
prepared on substantially the same basis as the consolidated financial statements appearing elsewhere in this
Annual Report on Form 10-K and includes all adjustments (consisting of normal recurring adjustments)
necessary for a fair statement of the unaudited consolidated quarterly data. The unaudited consolidated quarterly
data should be read together with the consolidated financial statements and related notes included elsewhere in

. this Annual Report on Form 10-K. The results for any quarter are not necessarily indicative of results for any

future period, and you should not rely on them as such. We believe we experience increased levels of trading
activity in the first and second quarters of each year, primarily in the winter and spring months, and decreased °
levels of trading activity in the third and fourth quarters of each year, primarily in the summer and holiday
months. To date, these seasonal trends may be masked by the significant quarter—over-quaner gmwth in our
trading volumes and operating results.
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(1) Represents single counted contract volume, For example, a transaction of 500 contracts on our.exchange is counted as a
single 500 contract transaction for purposes of calculating our volumes, even though we may receive transaction fees
from parties on both sides of a transaction, one side of a transaction, or in some cases, neither side of a transaction.

(2) Our market share s calculated based on the number of contracts executed on our exchange as a percentage of total
industry contract volume.

(3) Represents each side of a buy or sell mmsacuon For example, a transaction of 500 contracts on our exchange is counted
as two sides of 500 contracts, representing a buy and a sell transaction. We do not currently receive transaction fees from
non-broker-dealer customer sides except for options on our prermum products as well as options for listings in our
Second Market.

{4) Represents our market share of total U.S. industry equity options trading for members trading on our exchange based on
contract trading volume.

(5) Average transaction fee per side is calculated by dividing our transaction fees by the total number of sides executed on
our exchange. We have not charged our members for executing non-broker-dealer customer orders on our exchange
except for options on our premium products as well as options for listings in our Second Market. Comparing our average
transaction fee per side to our average transaction fee per revenue side reﬂects the negative effect of our fee waivers on
our revenues, on a per side basis.

(6) Average cost of transaction fee per side is calculated by subtracting cost of revenues from u'ansacuon fees, which we
refer to as net transaction fees, and dividing the result by the total number of sides executed on our exchange.

(7) Our average transaction fee per revenue side reflects the transaction fee we charge to our market participants per our
publicly available pricing schedules. These schedules were part of rule proposals that became effective upon filing
pursuant to Section 19(b)(3){A) of the Exchange Act. The SEC may abrogate such rule proposals within 60 days of filing
if it determines that such action is necessary or appropriate in the public interest, for the protection of investors or
otherwise in furtherance of the purposes of the Exchange Act.

(8) Members can have several contracts per trade. Trades represent the number of trades cleared through OCC. Market data
revenue js generated on a per trade basis, not on a contract basis.

(9) By “issues” we mean the number of securities underlymg our options. We trade multiple options seties on each

" underlying security.

(10) Excludes full-time equivalent employees of ISE Stock Exchange begmmng April 2006

Liquidity and Capital Resources

We presently finance our business primarily through cash generated by our operating activities, On
March 14, 2005, we sold 4,602,115 shares of common stock at $18.00 per share in our initial public offering, for
which we received net proceeds of $70.7 million. We believe that cash flows generated by our operating
activities, together with net proceeds from our initial public offering, should be sufficient for us to fund our
current operations for at least the next 12 months. In addition, we have access to an uncommitted $10.0 million
credit facility and may have the ability to raise capital through issuance of debt or equity to new or existing
investors through private and public capital markets transactions, if necessary.

The following table sets forth our net cash flows from operating activities, investing activities and financing
activities for the periods indicated:

Year Ended December 31,
2006 2005 2004
) : (in thousands)
Net cash provided by operating activities .. . ...................coiiu.t, $ 72,012 $ 60,124 $ 31,017
Net cash (used in)/provided by investing activities ...................... ~ (83,541) 2,595 . (40,787)
Net cash provided by/(used in) financing activities . _.................... 45,617 63,361  (11,070)
Increase/(decrease) in cash and cashequivalents ........................ "29,088 126080 (20,840)
Cash and cash equivalents at beginning of period . ...................... 170,927 44,847 65,687
Cash and cash equivalents atend of period ............................ $200,015 $170,927 § 44,847
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Our cash Iand cash equivalents are primarily comprised of investments in money market accounts and highly
liquid investments with maturities of less than 90 days. Assets readily convertible into cash consists of amounts
due from our 1:nembers for transactions executed on our exchange, which are principally reflected in our current
accounts receilvable, less cash we hold in connection with our payment for order flow program which is discussed
below. We chirge members for their transactions on a monthly basis and collect these fees within five business
days after the bnd of each month pursuant to a standing agreement with OCC, where we have the ability to”
withdraw our hon-contested fees from members’ security clearing accounts at OCC. Also included in amounts
readily conveitible into cash are investments of our excess cash in U.S. Treasuries and municipal bonds, which
are included in securities owned. Cash and cash equivalents, together with assets readily convertible into cash,
accounted for(77.5%, 68.3% and 38.4% of our assets as of December 31, 2006, 2005 and 2004, respectively

Cash an| cash equivalents increased to $200.0 million as of December 31, 2006 from $170.9 million as of
December 3 1I 2005: ’

. Oulifnet cash provided by operating activities was $72.0 million in 2006 primarily due to increased
tradling volumes on our exchange partly offset by a tax benefit of $19.2 million related to options
exercised by our employees in 2006. Our taxes are reduced by the after tax effect of the difference

between the fair market value and strike price of the options our employees exercised.

» - Our net cash used in investing activities was $88.5 million in 2006. We purchased fixed assets of $6.2
MIPon primarily for internally developed trading system software and intangible assets of $2.9 million
- primarily related to our acquisition of intellectual property and other related assets of Longitude, Inc.
We' made $79.4 million in net purchases of U.S. treasury securities and municipal bonds.

»  Our net cash provided by financing activities was $45.6 million in 2006. We received $35.6 million in
netlcomributions from minority stockholders in ISE Stock Exchange. This cash is reserved for the use
of I;iSE Stock Exchange. We recorded a tax benefit of $19.2 million related to options exercised by our
employees in 2006. Our taxes are reduced by the after tax effect of the difference between the fair
ma;rket value and strike price of the options our employees exercised. Partly offsetting this increase
were share repurchases and dividends. We repurchased $3.0 million of our common stock tendered by
our employees to satisfy tax withholding obligations in connection with the vesting of awards of

res|trictpd stock. We repurchased these shares based on their fair market value on the vesting date. We
. paid dividends of $7.6 million in 2006. .

7 Cash ard cash equivalents-increased to $170.9 million as of December 31, 2005 from $44.8 million as of
December 3i|l, 2004 primarily due to the net cash raised in our initial public offering of $70.7 million, partly
offset by a special dividend of $11.8 million paid in January 2005 in connection with the proceeds from the sale
of CMM trading rights. In addition, cash from operations increased to $60.1 million primarily due to increased

trading volunes on our exchange and changes in our tax balances. Our capital expenditures during 2005

primarily related to the enhancement of our trading system. :

_ As of Diecember 31, 2006, 2005 and 2004, included in cash and cash equivalents is $0.6 million,
$5.7 million‘ and $6.1 million, respectively, for our payment for order flow program. Under this program we pay -
- our EAMs on behalf of our market makers for order flow sent to the exchange. We assess fees to our market *
makers, PMlMs and CMMs, and distribute those funds to our EAM:s. Each PMM has full discretion regarding the
payment, anld we administer the payments. Accordingly, we reflect the assessments and payments on a net basis
with no impact on revenues or expenses. When fees are assessed, we record an asset with a corresponding

Liability. . :

As of l;)ecember 31, 2006, 2005 and 2004, we had a letter of credit agreement totaling $0.4 milkion, .
$0.4 millior and $0.6 million, respectively, to satisfy lease commitmentsj and administrative obligations.
| .

t re . +

73




Financial Conditi_bn
Our total assets increased to $396.4 million as of December 31, 2006 from $280.5 million as of

December 31, 2005. This increase was pnmanly due to operating cash proceeds resulting from higher transaction
volumes. Also affecting our total assets were the following:

«  Qur securities owned increased to $92.8 million as of December 31, 2006 from $17.1 million as of
December 31, 2005. Qur securities owned are comprised of investments of our excess cash in U.S.
treasuries and municipal bonds as well as investments in various mutual funds related to our long-term
deferred compensation plan for our employees. Our balance of U.S. treasuries and municipal bonds
increased as we invested $79.4 million of excess cash. Mutual fund investments decreased by $3.5
million primarily due to the withdrawal of vested deferred compensation balances by employees.

«  Our income tax receivable was $9.6 million as of December 31, 2006 compared to a payable of $0.4
million as of December 31, 2005 primarily due to tax benefits we realize as a result of options
exercised in 2006.

»  Other assets increased to $8.2 million as of December 31, 2006 from $5.3 milh'on as of December 31,
2005 primarily due to the purchase of intangible assets.

* Our total liabilities increased to $101.8 million as of December 31, 2006 from $95.5 million as of
December 31, 2005. This increase was primarily due to an increase in compensation and benefits payable due to
higher incentive compensation as a result of increased proﬁtabllxty as well as hlgher accounts payable for blllmg
reimbursement to our members, .

We recorded $36. 3 million of mmonty interest representmg minority stockholder’s interest in ISE Stock
Exchange as of December 31, 2006.

Contracmal Oblxgations

The following table summarizes our future cash payments associated with contractual obligations as of
December 31, 2006, which are primarily operating leases for office space and equipment and contractual
agreements for trading software license technology enhancements and support of our core trading system from
OMX:

" Payments Due by Period
Less than 13 3w5 Morethan
Total 1 Year Years Years 5 Years
. (in thousands)

Operating leases ................cccu0n L "$24950 3% 6,368 $ 7,109 $4,192 $7,281
OMX purchase Obligations .................. ... 21,123 7,787 9,249 4,087 —
Other purchase Obligations ........................., 1,528 500 1,028 - — T —_
Total ... ... $47601 314,655 $17,386 $8279 - $7,281

Our operating lease commitments primarily relate to obligations under operating leases with initial
non-cancelable terms in excess of one year for office space and computer equipment. OMX purchase obligations
relate to contractual agreements for trading software licenses, technology enhancements and support of our core
trading system from OMX. Other purchase obligations relate to minimum license fees for certain index options.

Off-Balance Sheet Arrangements
We do not have any off-balance sheet arrangements.

Critical Accounting Policies
Our accounting policy related to our revenue recognition from the sale of CMM trading rights is our most

ctitical accounting policy that requires management to make estimates and judgments that could affect our
results
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- Recently Issued Alcéounﬂng Pronouncements

As of December 31, 2006, we have sold 50 CMM trading rights. The CMM trading rights were each sold
pursuant to a pllIChill.SC agreement for $1.5 million each. Certain CMM trading rights were paid in full on the

- purchase date, whil: others are payable in annual installments; however, the purchase agreement gran

immediate CMM tr.'a.ding rights upon execution of the purchase agreement. - -

The CMM trading rights are transferable and have no contractual term..We have an implied performance
obligation to maint:in our marketplace over the life of the trading right, and therefore recognize the revenue from
the sale of the CMM trading rights over the estimated life of the trading right, as the implied performance

- obligation is fulfilled. We have estimated the life of the trading right at 14 years, and recognize revenue over this

period on a suaight-t-line basis. »

In order to det:rmine the estimated service life of the trading right, we identified three broad factors
affecting the securh:ies industry that have a significant impact on our operations, and therefore, the estimated
service life of the CMM trading rights—the securities industry’s challenging operating environment, regulatory
changes and technqalogy innovations, We identified specific historical events in the options industry and the )
broader securities i1|1dustxy for each of these factors, assigned an appropriate time horizon for each event, and
calculated an average time horizon for each factor. Based on this analysis, we used the average across all factors,
14 years, as an estiinate for the service life of the CMM trading rights. :

The occurrence of each historical event considered in the analysis has necessitated significant changes in the
business models of the securities exchanges and market participants. Each of the factors identified have had a
significant impact on the options industry or broader securities industry, and will have a significant impact on our
CMM trading rights. :

On a periodic basi‘s, or if certain circumstances come to our attention, we review the original factors or
assumptions used in determining the estimated service period to ascertain the effect, if any, current events may
have on those factcrs and assumptions. If the current facts warrant a change in the estimated service period, we
will adjust the rem::xining revenue to be recognized in accordance with the new estimated service life using the
prospective method. The service period may increase or decrease from our current estimate of 14 years based
upon the facts and tircumstances, and therefore, these revenues may fluctuate in the future. '

We Eecognizc:l revenue of $4.9 rillion, $4.5 million, and $4.0 million in‘2006, 2005, and 2004,

* respectively, from the sale of CMM trading rights.

FAS 157-In ISept.ember 2006, the Financial Accounting Standards Board, or FASB, issued FAS No. 157 -~
“Fair Value Measurements.” This Statement defines fair value, establishes a framework for measuring fair value

" in generally accep!'ed accounting principles and expands disclosures about fair value measurements. This

Statement applies under other accounting pronouncements that require or permit fair value measurements, the
Board having prevliously concluded in those accounting pronouncements that fair value is the relevant
measurement attribute. Accordingly, this Statement does not require any new fair value measurements. This
Statement is effective for financial statements issued for fiscal years beginning after November 15, 2007, and

. interim periods within those fiscal years. We are currently reviewing this statement to determine what effect, if

. i .
any, it may have on our financial results.

FIN No. 48 - In June 2006, the FASB issued FIN No. 48, “Accounting for Uncertainty in Income Taxes'—.

. an Interpretation o:f FASB Statement Neo. 109.” FIN No. 48 requires that management determine whether a tax

position is more lﬂlce]y than not to be sustained upon examination, including resolution of any related appeals or
litigation processes, based on the technical merits of the position. Once it is determined that a position meets this

recognition threshn:)ld, the position is measured to determine the amount of benefit to be recognized inthe

_ financial statemens. We do not expect the adoption of FIN No. 48 to have a material impact on our financial
.condition, results of operations and cash flows. g - o
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Item 7A. Quantitative and Qualitative Disclosures About Market Risk

Market risk to us generally represents the Tisk of changes in the value of financial i msuumcnts that might"
result from fluctuations in interest rates and equity prices. We have internal processes governing our management
of market risks in the normal course of our business operations. Furthermore, we have not entered mto any
derivative contracts to mitigate such risks, though we may in the future.

Interest Rate Risk

In order to maximize yields, we invest portions of our excess cash in short-term interest eamning assets,
primarily money market instruments at commercial banks and U.S. treasuries and municipal bonds with
matirities of less than two years, which totaled $288.5 million and $175.1 million as of December 31,2006 and
2005, respectively. We do not anticipate that changes in interest rates will have a material lmpacl on our financiat
condition, operating results or cash ﬂows

Egquity Price Risk

We do not trade securities for our own account nor do we maintain inventories of securities for sale.
However, we do have investments in various mutual funds that we hold on behalf of our employees as part of our
previous long-term performance-based profit-sharing plan. Under the plan, fund awards were granted to our
employees, which they in turn invest in various mutual fund investments. Employees vest in the distributions
over a period of three years. The participating employees bear the risk of the vested portion of the investments,
and we bear the risk of the unvested portion. In addition, we have purchased U.S. treasuries and municipai bonds
with our available excess cash in order to increase our return. As a result, we are exposed to market price risk.
This risk is estimated as the potential Joss in fair value resulting from a hypothetical 10% adverse change in
quoted market prices and amounted to approxunately $0.3 million and $0.5 million as of December 31, 2006 and
2005, respecnvely

Item 8. Financial Statements'and Supplementary Data .

v

ISE’s consolidated financial statements, including consolidated statements of financial condition as of
December 31, 2006 and 2005, consolidated statements of income for the years ended December 31, 2006, 2005
and 2004, consolidated statements of changes in members and stockholders’ equity for the years ended
December 31, 2006,2005 and 2004, consolidated statements of cash flow for the years ended December 31,
2006, 2005 and 2004 and our notes to our consolidated financial statements, together with a report thereon of
Emst & Young LLP, dated February 26, 2007, are attached hereto as pages F-1 through F-23.

Item 9. Changes in and Disagreements With Accountants on Accounting and Financial Disclosure

None.

Itemn 9A. Controls and Procedures

As of the end of the period covered by this report, the Company’s management evaluated, with the
participation of the Company’s Chief Executive Officer and President and Chief Financial Officer, the
effectiveness of our disclosure controls and procedures (as such term is defined in Rule 13a-15(e) or Rule
15d-15(e) under the Exchange Act) in providing reasonable assurance that information required to be disclosed in
our reports filed under the Exchange Act is recorded, processed, summarized, and reported within the time
periods specified in the SEC’s rules and forms, and is effective in ensuring that information required to be
disclosed by the Company in the reports that it files or submits under the Exchange Act is accumulated and
communicated by the Company’s management, including the Company’s Chief Executive Officer and President
and Chief Financial Officer, as appropriate to allow timely decisions regarding disclosure, Based upon that
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evaluation, thu!: Chief Executive Officer and President and Chief Financial Officer have concluded that the
Company’s di}sclosure controls and procedures were effective as of the period covered by this report. There have
not been any changes in the Company’s internal control over financial reporting (as such term is defined in Rule

13a-15(f) or Rule 15d-15(f) under the Exchange Act) during the last period to which this report relates that have

materially affq‘acted, or are reasonably likely to materially affect, the Company's internal control over financial
reporting. . ;

In addition, please see page F-2 of this Annual Report on Form 10-K for “Management’s Report on Internal
Control Over Financial Reporting” and page F-3 for the attestation report of Emst & Young LLP, our registered
public accoun"ting firm. . _ L

Item 9B. Oﬁhei‘ Information.

None. - | . . . . J
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PART III . o S A

Item 10.- Directors, Executive Officers and Corporate Governance.

Information required by this Ttem is included in our Prd.xy Statement under the headings “Proposal 1 — -
Election of Directors,” “Corporate Governance,” and “Security Ownership—Section 16(a) Beneficial Ownership
'Reporting Compliance™ and is incorporated herein by reference, pursuant to General Instruction G(3). -

We have adopted (i) a Code of Business Conduct and Ethics that applies to all of our employees, including
our Chief Executive Officer, Chief Financial Officer and Principal Accounting Officer, and our directors; and (ii)
a Code of Ethics for the Senior Financial Officers that applies to our Chief Executive Officer, Chief Operating
Officer, Chief Financial Officer, Head of Interna] Audit, Controller and any persons performing similar functions
(collectively, the “Codes™). The Codes are publicly available on our website at www.iseoptions.com. If we make
any substantive amendments to the Codes or grant any waiver, including any 1mphc11 waiver, from a provision of
the Codes, we will disclose the nature of such amendment or waiver on our website or in a Current Report on
Form 8-K. :

Item 11. Executive Compensation.

Information required by this Item may be found in our Proxy Statement under the heading “Director
Compensation,” “Executive Compensation,” “Compensation, Discussion and Analysis,” “Compensation
Committee Report” and “Compensation Committee Interlocks and Insider Participation” and is incorporated by
reference herein, pursuant to General Instruction G(3). Such incorporation by reference shall not be deemed to
specifically incorporate by reference the information referred to in Item 407(e)}(5) of Regulation S-K.

Item 12. Security Ownershlp of Certain Beneficial Owners and Management and Related Stockholder
Matters.

Information regarding the number of shares of our equity securities owned by persons who own beneficially
more than 5% of our voting securities and beneficially owned by our directors and certain executive officers and
by the directors and executive officers as a group may be found in our Proxy Statement under the heading
“Security Ownership” and is incorporated by reference herein, pursuant to General Instruction G{3).

There are no arrangements known to ISE, the operation of which may at a subsequent date result in a change
in control of ISE.

. Securities Authorized For Issuance Under Equity Conipensaﬁon Plans

We have four equity compensation plans approved by stockholders, the ISE Omnibus Stock Plan, ISE
Security Option Plan, ISE Stock Purchase Plan and Senior Executive Annual Bonus Plan, and one equity
compensation plan not approved by stockholders (because approval was not requu'ed), the KEYSOP Profit-
Sharing Plan.

The following table summarizes information about our equity compensation plans as of December 31, 2006.

() Number of securities
(a) Number of securities remaining available for
to be issued apon (b)Weighled-amugc future issnance under
exercise of exercise price of equity compensation
outstanding options, outstanding options,  plans (excluding securities
Ptan category warrants and rights warrants and rights reflected in column (a))
Equity compensation plans approved by
security holders ..................... 3,238,724 $5.36 4,151,533
Equity compensation plans not approved by
security holders .. ................... — - —

Total ... ..o 3,238,714 $5.36 4,151,533
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Item 13. Certain Relationships and Related Transactions, and Director Independence.

The information required by this Item with respect to certain relationships and related transactions may be
found in our ]’roxy Statement under the heading “Corporate Governance—Certain Relationships and Related
Transactions’| and the information relating to the independence of the members of our Board of Directors may be
found in our Proxy Statement under the heading “Corporate Governance”, and is each moorporated by reference
herein, pursu.mt to General Instrucuon G(3). )

N O

Item 14. Principal Aecounung' Fees and Services.

‘The info rmanon required by this Item with respect to prmcnpa.l accountant fees and services, as well as pre-
approval pohrles and procedures of our Finance and Audit Committee, may be found in our Proxy Statement
under the headmg “Proposal 4 Ratification of Appointment of Independent Registered Pubhc Accountmg Fm:n
and is mcorpuratecl by reference herein, pursuant to General Instmctlon G(3).
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PARTIV L -
Item 15. Exhibits, Financial Statement Schedules. .

(a)(1)-(2) Financial Statements . P

{1) The list of consohdated financial statements and schedules set forth in the accompanying Index to
Consolidated Financial Statements at page F-1 herein is incorporated herein by reference. Such consolidated
financial statements and schedules are filed as part of this report. ‘

(2) All other financial statement schedules are omitted because the required information is not applicable, or
because the information required is included in the consolidated financial statements and notes thereto.

(a)(3) EXHIBIT INDEX | o

Number Description

2.1%* Second Amended and Restated Plan and Agreement of Merger by and ameng International Securities
Exchange, Inc., International Securities Exchange, LLC and the Registrant (incorporated by
reference to Exhibit 2.1 to the Registrant’s Current Report on Form 8-K, ﬁled on September 1,
2006).

3 Certificate of Incorporation of the Registrant, as filed with the office of the Secretary of State of the
State of Delaware on November 16, 2004, (incorporated by reference to Exhibit 3.3 to the
Registrant’s Current Report on Form 8-K, filed on September 1, 2006).

3.2 Bylaws of the Registrant (incorporated by reference to Exhibit 3.4 to the Registrant’s Current Report
. on Form 8-K, filed on September 1, 2006).

4.1+* See Exhibits 3.1 through 3.2 for provisions of the Certificate of Incorporation and Bylaws for the
Registrant defining the rights of holders of common stock of the Registrant.

4. 2%* Specimen Stock Certificate.

4

4.3%* Form of Stockholders Agreement, dated as of May 31, 2002, between the Registrant and the
stockholders listed on the schedule therein (incorporated by reference to Exhibit 4.3 to the
Registrant’s Registration Statement on Form S-1, filed on November 12, 2004).

4.4%* *  Form of Counterpart to the Stockholders Agreement between the Registrant and the stockholders
listed on the schedule therein (incorporated by reference to Exhibit 4.4 to the Registrant’s
Registration Statement on Form S-1, filed on October 6, 2004).

4,5%* Amendment No. 1 to the Stockholders Agreement (incorporated by reference to Exhibit 4.6 to the
Registrant’s Registration Statement on Form S-1, filed on January 13, 2005).

4.64* Form of Adhesion Agreement to the Stockholders Agreement and Amendment No. 1 to the
Stockholders Agreement and Schedule of Signatories thereto (incorporated by reference to
Exhibit 4.7 to the Registrant’s Registration Statement on Form $-1, filed on November 10, 2005, as
amended by Amendment No. 1 filed on November 18, 2005).

10.1+**  Delivery and License Agreement, dated as of March 18, 1998, between International Securities
Exchange, LLC (as successor-in-interest to International Securities Exchange, Inc.) and OMX
Technology AB (incorporated by reference to Exhibit 10.1 to the Registrant’s Registration Statemernt
on Form $-1, filed on November 12, 2004).

10.2+**  Amendment and Supplement to the Delivery and License Agreement and the Support Agreement,
' dated as of April 10, 2003, between International Securities Exchange, LLC (as successor-in-interest
to International Securities Exchange, Inc.) and OMX Technology AB (incorporated by reference to
Exhibit 10.2 to the Registrant’s Registration Statement on Form S-1, filed on November 12, 2004).
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Number
10.34%*

10.4%*

10.5%+

10.61**

1074

10.84**

10.91**

10.101**

10.114%=*
10.121**
10.131++
10.141**
10.15¢%*

10.161**

Deurlpﬁon

Support Agreement, dated as of December 23, 2003, between International Securities Exchange

LIJ C (as successor-in-interest to International Securities Exchange, Inc.), OMX Technology AB and
certam other parties (incorporated by reference to Exhibit 10.3 to the Registrant’s Registration
Stitement on Form S- 1, filed on January 13, 2005). ‘

N¢|>vat10n Agreement, dated as of May 30, 2004, between International Securities Exchange, LLC (as
su.cessor- in-interest to Intemanonal Securities Exchange, Inc.), OMX Technology AB and certain
other parties (incorporated by reference to Exhibit 10.4 to the Registrant’s Registration Statement on .
Fcrm §- 1, filed on October 6, 2004).

Allnendment and Supplement to the Delivery and License Agreement and the Support Agreement,
dated as of June 30, 2004, between International Securities Exchange, LLC (as successor-in-interest

‘Intemanonal Securities Exchange, Inc.), OMX Technology AB and certain other parties ’
(mcorporated by reference to Exhibit 10, 5 to the Reglstrant ] Reglstranon Statement on Form 8-1,
filed on October 6, 2004)

Etlnployment Agreement, dated as of August 24, 2004, between International Securities Exchange,

,C (as successor-in-interest to International Securities Exchange, Inc.) and David Krell
(mcorporated by reference to Exhibit 10.6 to the Registrant’s Registration Statement on Form S-1,
filed on August 26, 2004).

Employment Agreement, dated as of August 24, 2004, between International Securities Exchange,
LbC (as successor-in-interest to International Securities Exchange, Inc.) and Gary Katz (incorporated
b)I reference to Exhibit 10.7 to the Registrant’s Registration Statement on Form $-1, filed on August
26, 2004). i

Finployment Agreement, dated as of August 24, 2004, between International Securities Exchange
L],C (as successor-in-interest to International Securities Exchange, Inc.) and Daniel P. Friel
(mcorporated by reference to Exhibit 10.8 to the Registrant’s Registration Staterent on Form S-1,

A filed on August 26, 2004).

Ei nploymen( Agreement, dated as of August 24, 2004, between International Securities Exchange
LLC (as successor-in-interest to International Securities Exchange, Inc.) and Michael J. Simon
(mcorporaxed by reference to Exhibit 10.9 to the Registrant’s Reglsuauon Statement on Form S-1,
filed on August 26, 2004). : '

Einployment Agreement, dated as of August 24, 2004, between International Securities Exchange,

. LLC (as successor-in-interest to International Securities Exchange, Inc.) and Bruce Cooperman

(mcorporated by reference to Exhibit 10.10 to the Reglstrant s Registration Statement on Form S-1,
filed on August 26, 2004). :

2(II02 Stock Option Plan (incorporated by reference to Exhibit 10.11 to the Reglstrant’s Reglstratlon
Statement on Form S-1, filed on August 26, 2004).

I
KEYSOP® Profit-Sharing Plan (incorporated by reference to Exhibit 10.12 to the Reglstrant ]
Re gistration Statement on Form S-1, filed on August 26, 2004).

Employee 401(k) Plan (incorporated by reference to Exhibit 10.13 to the Registrant’s Registration
Statement on Form S- 1, filed on August 26, 2004).

Sllock Purchase Plan (incorporated by reference to Exhibit 10.14 to the Registrant’ $ Registration
Statement on Form S-1, filed on August 26, 2004).

Olmmbus Stock Plan (incorporated by reference to Exhibit 10.15 to the Registrant’s Registration
Statement on Form -1, filed on August 26, 2004).

Sc ‘nior Executive Annual Bonus Plan (incorporated by reference to Exhibit 10.16 to the Reglstrant 5
Rf*glslrauon Statement on Form S-1, filed on August 26, 2004).
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Number
10.17+*+

10.184*
10.19+%

10.204**

16.1%

21.1
23.1
24.1
31.1

31.2
321

32.2

'Consent and Report of Emst & Young LLP.

Deecrlption

Amendment and Supplement to the Delivery and License Agreement and the Support Agreemem,
dated as of December 14, 2005, between International Securities Exchange, LLC (as successor-in-

"interest to International Securities Exchange, Inc.) and OMX (US) Inc. (incorporated by reference to

Exhibit 10.17 to the Registrant’s Annual Report on Form 10-K filed on March 20, 2006).

Amendment and Supplement to the Support Agreement, dated as of January 17, 2006, between
International Securities Exchange, LLC, OMX (US) Inc. and OMX AB (incorporated by reference to
Exhibit 10.18 to the Registrant’s Quarterly Report on Form 10-Q filed on November 10, 2006).

Agreement, dated as of September 28, 2006, between International Securities Exchange LLC, OMX
(US) Inc. and OMX AB (incorporated by reference to Exhibit 10.19 to the Reglstrant 5 Quarterly
Report on Form 10-Q filed on November 10, 2006).

Amendment to the Agreement, dated as of September 28 2006, between International Securmes
Exchange, LL.C, OMX (US} Inc. and OMX AB (incorporated by reference to Exhibit 10.20 to the
Registrant’s Quarterly Report on Form 10-Q filed on November 10, 2006)

Letter from Deloitte & Touche LLP, the Registrant’s former independent accountant (incorporated
by reference to Exhibit 16.1 to the Registrant’s Registration Statement on Form S-1, filed on
January 13, 2005). .

List of subsidiaries of the Registrant.

Power of Attorney.

Certification of President and Chief Executive Officer pursuant to Section 302 of the Sarbanes-Oxley
Act of 2002 (“Sarbanes-Oxley”). '

Certification of Chief Financial Officer pursuant to Section 302 of Sarbanes-Oxley.

Certification of President and Chief Executive Officer pursuant to 18 U.S.C. Section 1350, as
adopted pursuant to Section 906 of Sarbanes-Oxley.

Certification of Chief Financial Officer adopted pursuant to 18 U. S C. Section 1350 as adopted
_ pursuant to Section 906 of Sarbanes-Oxley. :

+ ' Confidential treatment has been requested with respect to certain portions of this exhxblt Omltted portions
have been filed separately with the SEC. ~ '

**  Previously filed.

1t Denotes a management contract or compensatory plan or arrangement required to be ﬁled as an exhibit
pursuant to Item 15(a)(3) of Form 10-K. . .

(b) Exhibits:
See Item 15(a)(3) above.

(c) Financial Statement Schedules:

See Item 15(a)(1)-(2) above.
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Pursuant to the n
has duly caused this n

Date February 28, 2('07

the following personsl on behalf of the Registrant in the capacities and on the dates indicated:

SIGNATURES

fquimments of Section 13 or 15(d) of the Securities Exchange Act of 1934, the Registrant
:port to be signed on its behalf by the undersigned, thereunto duly authorized.

INTERNATIONAL SECURITIES EXCHANGE

HOLDINGS, INC.

By: s/ DAVID KRELL -

Name: David Krell

Title: President u.u(_l Chief Executive Officer

Pursuant to the raqmrements of the Securities Exchangc Act of 1934, this report has been signed below by

j's‘i@atnre Title
* President and Chief Executive
Lravid Krell Officer
* Chief Financial Officer
Brude Cooperman
i * Principal Accounting Officer
."llnlt Muni

*

" Chairmian of the Board of Directors

Frank: J. Jones, Ph.D.

*By:

] * Vice Chairman of the Board of
John F: Marshall, Ph.D. Directors
* Director
Barbra B. Diamond
* Director
Mak P. Kritzman ’
* Director
Sarah A, Miller
* Director
Carjeton Day Pear]
) * Director
Ivers W. Riley
* Director
Richard ISclnnnlemwe, Ph.D.
/s/ MICHAEL J. SIMON

iMlchacl J. Simon
as attorney-in-fact

Date

February 28, 2007

. February 28, 2007

February 28, 2007

February 28, 2007

February 28, 2007

February 28, 2007
February 28, 2007

February 28, 2007

 February 28, 2007

February 28, 2007

February 28, 2007
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Mansgement’s Report on Inteinal Control Over
Financial Reporting .

Management of the International Securities Exchange Holdings, Inc. (the “Company”), is responsible for
establishing and maintaining adequate internal contrel over financial reporting. The firm’s internal control over
financial reporting is a process designed under the supervision of the firm’s principal executive, financial, and
accounting officers to provide reasonable assurance regarding the reliability of financial reporting and the
preparation of the firm’s financial statements for external reportmg purposes in accordancc with U.S. generally
accepted accounting principles.

As of December 31, 2006, management conducted an assessment of the effectiveness of the firm’s internal
control over financial reporting based on the framework established in Internal Control—Integrated Framework
issued by the Committee of Sponsoring Organizations of the Treadway Commission (COSO). This evaluation
included a review of the documentation and controls, evaluation of the design and effectiveness of controls,
testing of the operating effectiveness of the controls and conclusion on this evaluation. Although there are
inherent limitations in the effectiveness of any system of internal control over financial reporting, based on the
assessment, management has determined that the Company’s internal control over financial reporting as of
December 31, 2006 was effective.,

Management'’s assessment of the effectiveness of the firm's internal control over financial reporting as of
December 31, 2006 has been audited by Emst & Young LLP, an independent registered public accounting firm,
as stated in their report which is included in this Annual Report on Form 10-K, which expresses unqualified
opinions on management's assessment and on the effectiveness of the firm’s intemal control over financial
reporting as of December 31, 2006, '
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Report of Independent Registered Public Accounting Firm

The Board of D1rectors and Stockholders of Intcmauona] Securmes Exchange Holdmgs Inc.

. We hav- audited the accompanying consohdatcd statements of ﬁnanc;a] condmon of Intematwual
Securities Ex change Holdings, Inc. (the “Company”) as of December 31, 2006 and 2005, and the related
consolidated statements of income, changes in stockholders’ equity, and cash flows for each of the three years in
the period enided December 31, 2006. These financial statements-are the responsibility of the Company’s __ .
rmmagementI Our responsnbxhty is to express an opinion on these financial statements based on our audits. . '

We conducted our audits in accordance with the standards of the Public’ Company Accoumlng Oversight
Board (Umted States). Those standards require that.we plan and perform the audit to obtain reasonable assurance
about whethl'r the financial statements are free of material misstatement. An audit includes examining, on a test
basis, ewdetlxce supporting the amounts'and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as evaluating
the overall ﬁmancm] statement presentatlon We believe that our audits provide a reasonable basis forour.
opuuon .

In our ¢pinion, the financial statements referred to above present fauly, in all material respects, the
consohdate(l financial position of International Securities Exchange Holdings, Inc. at December 31, 2006 and’
2005, and tte consolidated results of its operations and its cash flows for each of the three years in the period

" ended Dece: nber 31, 2006 in confomuty with U.S. generally accepted accountmg pnncrples

We also have auchted in accordance with the standards of the Public Company Accounnng Oversight Board
(Umted Sta1Fs) the effectiveness of International Securities Exchange Holdings, Inc.’s internal control over
financial reporting as of December 31, 2006, based on criteria established in Internal Contml-lntegrated
Frameworkllssued by the Committee of Sponsoring Organizations of the Treadway Commission and our report
dated February 26, 2007 expressed an unquahﬁed opuuon thereon.

/s/ Emst é}. Young LLP

New York, iNew York _ _
February 20, 2007 . . Vo
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Report of Independent Registered Public Accounting Firm

The Board of Directors and Stockholders of International Securities Exchange Holdings, Inc.

We have audited management’s assessment, included in the accompanying “Management’s Report on
Internal Control Over Financial Reporting” that International Securities Exchange Holdings, Inc. (the
“Company”) maintained effective internal control over financial reporting as of December 31, 2006, based on--
criteria established in Internal Control—Integrated Framework issued by the Committee of Sponsoring
Organizations of the Treadway Commission (the COSO criteria). International Securities Exchange Holdings,
Inc.’s management is responsible for maintaining effective internal control over financial reporr.mg and for its
assessment of Lhe effectiveness of internal control over financial reporting. Qur responsnblhty is'to express an
opinion on management’s assessment and an opinion on the effectiveness of the company’s internal control over
financial reporting based on our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight
Board (United States). Those standards require that we plan and perform the audit to obtain reasonable assurance
about whether effective internal control over financial reporting was maintained in all material respects. Qur
audit included obtaining an understanding of internal control over financial reporting, evaluating management’s
assessment, testing and evaluating the design and operating effectiveness of internal control, and performing such
other procedures as we considered necessary in the circumstances. We believe that our audit provides a
reasonable basis for our opinion. |

A company’s internal control over financial reporting is a process designed to provide reasonable assurance
regarding the reliability of financial reporting and the preparation of financial statements for external purposes in
accordance with generally accepted accounting principles. A company’s internal control over financial reporting
includes those policies and procedures that (1) pertain to the maintenance of records that, in reasonable detail,
accurately and fairly reflect the transactlous and dispositions of the assets of the company; (2) provide reasonable
assurance that transactions are recorded as necessary to permit preparation of financial statements in accordance
with generally accepted accounting principles, and that receipts and cxpendltures of the company are being made
only in accordance with authorizations of management and directors of the company; and (3) provide reasonable
assurance regarding prevention or timely detection of unauthorized acquisition, use, or disposition of the
company’s assets that could have a material effect on the financial statements.

Because of its inherent limitations, intcma] contro] over financial reporting may not prevent or detect
misstatements. Also, projections of any evaluation of effectiveness to future periods are subject to the risk that
controls may become inadequate because of changes in conditions, or that the degree of compliance with the
policies or procedures may deteriorate.

-In our opinion, management’s assessment that International Securities Exchange Holdings, Inc. maintained

 effective internal control over financial reporting as of December 31, 2006 is fairly stated, in all material

respects, based on the COSO criteria. Also, in our opinion, International Securities Exchange, Inc. maintained, in
all material respects, effective intemnal control over financial reporting as of December 31, 2006 based on the
COSO criteria.

We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board
(United States), the consolidated statements of financial condition of International Securities Exchange Holdings,
Inc. as of December 31, 2006 and 2005, and the related consolidated statements of income, changes in
stockholders’ equity and cash flows for each of the three years in the period ended December 31, 2006 of
International Securities Exchange Holdings, Inc. and our report dated February 26, 2007, expressed an
unqualified opinion thereon.

Emst & Young LLP
New York, New York
February 26, 2007
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INTERNATIONAL SECURITIES EXCHANGE HOLDINGS, INC.

CONSOLIDATED STATEMENTS OF FINANCIAL CONDITION
(in thousands, except per share amounts)

F-5

December 31,
. 2006 2005
ASSETS
Current assets: L ‘
Cash and cash equivalents ... $200,015 $170,927
Accounts receivable, et ....... ... i 34815 35,048
Income tax receivable ... ..... ... oot i i i e 9644 | —
Securitiesowm:-d................................, ..................... 60,090 9,890
_ Othercurrent assets- . .......ovvuininenrnn ey e 2415 - 2,745
Total cumt-nt YT . S 306979 218,610
Securitiesowned . .| ... ... i e e 32,724 7,244
Accounts receivable; ... .. e i i — 587
FXed ASSEES, MEE . . .l o oottt ettt e et e e e et e et ia e 29,009 29,205
Deferred tax SSet, DB . . . o v vtu ittt s e e e rn st e et 21,932 227333
L0 11 = T T e 5,781 2,517
TotAl ASSEIS ... ... . e 396,425 280,496
LIABILITIES AND STOCKHOLDERS® EQUITY
LIABILITIES ' . L
Current liabilities: ‘ ,
Accounts payable and accrued EXPEIISES « . - - e e eeee e 19,430 15,406
Compensation .Imd beneﬁts payable ........ i e 12,453 8,371
Deferred TEVERLIE .. ../ttt 5,129 4,687
Income taxes p: 1yable .................................................. = 372
Payment for order flow payable ....... ... e - 10,262 12,233
Total current Habilities . ... ......ooouiiunerineenneeineen e 41274 ‘41,069
Deferred TEVENUES . [ .. ..ottt e e 50,954 50,238
Other liabilities ...J. . ... 0 ettt 3,609 ' 4211
Total Habilities ... .. oun i e 101,837 95,518
MINOGLY INEBIESE . .| .t ittt it e e a s 36,323 ¢ —
Commitments and contingencies (Note 5)
STOCKHOLDERS? EQUITY . .
Common stock, $0. (Il par value, 150,000 authorized, 37,989 and 37,025 shares issued
and outstanding a, of December 31, 2006 and 2005, respectively .................. 380 - 370
Additional paid-in ciplta] ................................................... 162,653 136,918
Retained €armings .| . ... ..cutn ittt it i e i 95260 - 47,743
Accumulated other comprehensive income/(oss) ......... .. i i e (28) (53)
Total stockholders’ £quity .............ooiiiiiii 258,265 184,978
Total liabilities, minority interest and stockholders’ equity ................. ... ... $396,425 $280,496

'The accompanying notes are an integral part of these financial statements.




INTERNATIONAL SECURITIES EXCHANGE HOLDINGS, INC.
CONSOLIDATED STATEMENTS OF INCOME

(in thousands, except per share amounts)

The accompanying notes are an integral part of these financial statements.
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Year Ended December 31,
2006. . 2005 2004

Revenues:

Transactionfces...............................; ............. $157,252 $116,121 §$ 89,532
Memberfeesand other . .. ... ... .. it i iaaracananns 26,365 21,739 ° 22,875
Market data . . ..ot ettt i e e ey 18,464 18,039 17,211

Total FEVENRES .« . ittt it iie e e e eeentrneeannnn e 202,081 155,899 129,618

Cost of revenues: . ‘

Activity remittance fees ................. ... ..., P 16,125 14,075 6,451
 LiCENSE fEES ..\ttt 7.259 4,816 3,175
Total costof revenues ............. i 23,384 18,891 9.626

Gross mMargin .. ....ouuurrineaneiireeeinnreenaernrnnnas 178,697 137,008 . 119,992

Expenses: _ '

. Compensation and benefits .............. .. ... ... ... .0t 46,001 36,567 33,507
Technology and cOMMUNICAtON . ......ovvineureernnnnnreeennnns 15,405 13,648 16,266
OCCUPANCY ..o vttt tennes sttt iaaasesenrannr e eernnnnnnn, 5,244 4,492 4,026
Professionalfees .. ............... e et e, 6,061 5,984 4,048
Marketing and business development ....................... e 3,199 3,949 3,685
Depreciation and amortization ................ ... iiiii.a., 6,845 6,017 3,980
07317 O 4,798 4,043 2,869

Total direCt eXpenSeS .. ...ovvneerrriieereerunnnnrrreonans 87,553 74,700 68,381
Recoveryoflegalfees .............oo i - (L,210) — —
Billing reimbursement .......... ... ... . i e 3,297 — -—
ReEOTEANIZAtON ... ..ttt i asaiii e 326 339 2,107
Offering COSIS .. ...ttt ittt — 902 —

TOUAl EXPEISES « -+« v v v e v et e e e e e s eneeannaens L. 89966 75941 70,488
Operating iNCOME ... ...iiiittt i e eeraaaaasraanns 88,731 61,067 49,504
Interest and investMENt INCOME ............vvvvnvnvenennnnrncnns 8,361 4,063 2,206

Minority interest . ....... ..o N 650 —. —
Income before provision forincome taxes . ...............c.coueenns 97,742 . 65,130 51,710
Provision for inCome taxes . ... ....oiiiennnnn e ennacannas 42,590 29,783 25,547

I [ 1 L 141 $ 55,152 $ 35347 % 26,163
Earnings per share: .

2 v $ 147 $ 099 § 0381

Diluted . ... i i i et i b $- 138 $ 093 8§ 077
Weighted average number of shares cutstanding: _ .

53 T s 37,479 35,849 32,139

Diluted ... e it a e 39,893 37,947 33,921




I.NTERNATIONAL SECURITIES EXCHANGE HOLDINGS, INC.

CONSOLIDATED STATEMENTS OF CHANGES IN STOCKHOLDERS’ EQUITY

. (in thousands)
Accuamulated
Additional Other Total
Common Paidin  Retained  Unearned  Comprehensive Stockholders*
Shares  Stock Capital Earnings Compensation Income/(Loss) Equity
As of December 31,2003 .... 32,139 $321 $ 57,011 $ 9,087 °© $(99) — $ 66,320
Netincome h.............. = — — 26,163 — — 26,163
Dividend ..|.............. - - — (11,0700 — — (11,070)
Amortizatior, of stock based
plan ....L.............. — — — — 85 — 85
Change in net unrealized gain/
(loss) on available for sale
securities;fnet . .......... —_ — $(39) (39)
As of December 31,2004 .... 32,139 $321 $ 57,011 § 24,180 $(14) $(39) - $ 81459
Netincome [............... — — - 35,347 — — 35,347
Dividend ..|.........:..... — — — (11,784 — —_ . (11,784)
Net proceed. from initial
public offlsnng ........... 4.602 46 70,693 — — —_ 70,739
Amortization of stock based N ‘
plan ...L.... S — 4,811 — 14 — 4,825
Stock optior(s exercised . .. .. 284 3 392 — — — 395
Tax benefit from stock-based , ’
plans ..,l ............... - - 4,011 - —_ - 4,011
Change in net unrealized gain/
(loss) on Available for sale
securities! net . .......... — — —_ — — (14) . 4)
As of Deccx!:nber 31,2005 .... 37,025 370 136,918 47,743 — (53) ' 184,978
Netincome|............... — —_ — 55,152 — - - 55,152
Dividend .!............... —_ = — (7.635) — —_ (7.635)
Stock basedi compensation ... — — 8,056 —_ — — 8,056
Stock optiois exercised and
restricted stock vested . . . . . 963 10 1,474 _ — — 1,484
Shares repurchased ......... —_ — (3,002) — — —_ (3,002)
Tax benefit/from stock-based
plans ..[............... — — 19,207 — — —_— 19,207
Change in net unrealized gain/
(loss) onjavailable for sale :
securities, net . _......... — — — — —_ 25 25
As of Dece*mber 31,2006 .... 37,988 . $380. $162,653 $ 95,260 $— $(28) $258,265
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INTERNATIONAL SECURITIES EXCHANGE HOLDINGS, INC.
CONSOLIDATED STATEMENTS OF CASH FLOWS

(m thousands)
Year Ended December 31,
. 2006 2005 2004
Cash flows from operating activities:
NetiNCOME . ...ttt et ettt ie e a e enee e e ¥ 55,152 % 35347 % 26,163
Adjustments to reconcile net income to cash provxdsd by/(used in) operating activities:
Depreciation and amortization . .........c.oiiiiiir ittt i e 6,661 6,017 3,980
ASSelImpPAITMENt ... ... ...t 184 —
Stock based COMPENSAtON . ... ... i uttriin e eiiiniee et e 8,056 4,825 85
. Deferred tAXES . ..ttt e 401 (6,498)  (8,943)
Unrealized (gain)/loss on securities owned and available for sale securities, net .. .. (401) 3as57n (1,030)
Excess tax benefits from share-based payment arrangerments ................... (19,207) 4,011) —_
{Increase)/decrease in operating assets: ‘
Accountsreceivable, NBt .. ... ... .ttt i e 820 578 6,666
- Incometax receivable . ... ... i e e e e e 9,563 11,332 (9,237)
Securitiesowned ............. ... 0ile.. e PPN e 4,143 5,398 (5.975)
L 3T 1. 321 4,084 4,711)
Increase/(decrease) in operating liabilities: ....................... s ’
Accounts payable and accrued expenses ......... ..o il iiii i, 4,024 6,972 (118)
Compensation and benefits payable ............ .. oottt 4,082 (6,149) 7,272
Incometax payable ....... ... ittt e e e (372) 4,383 —
Deferred revenue . .. ..ottt ittt 1,158 34) 15,502
Payment for order flow payable .................. e e (1,971) (1,025) 651
Marketing fund payable ........ ... ... .. ... ..ol — — (519)
Otherliabilities . ....... ..ottt e ietarerarenarorarons (602) (738) 1,231
Net cash provided by operating activities . ....................... .. ... 72,012 60,124 31,017
Cash flows from investing activities: \
Purchase of fixed BSSEIS . ... ...ttt e e e, (6,234) (2,395) (26,079)
Sale of fixed BSSELS . .. ... ... ... it — 252
Purchase of intangible assets .......... ... .. oo, (2,910 — —
Purchase of available for sale securities .. ..........c.cooiiiiiiiiianaanaeanannns (94,305) — (39,855)
Maturities of available for sale securities . .............. ... ... .. iicirrrarrnnns . 14,908 4,990 24,895
Net cash provided by/(used in) investing activities ...................... " (88,541) 2,595 (40,787)
Cash flows from financing activities:
T 1 PR (7,635 (11,784) (11,070}
Net proceeds from initial publicoffering ......... ... o, — 70,739 —
Net contribution from minority stockholders ................ .. oo, 35,563 — —_
Proceeds from optionsexercised ................. oo 1,434 395 —
Sharesrepurchased . ..... ...t i et (3,002) — —_
Excess tax benefits from share-based payment arrangements ...........cv0ivinvnins 19,207 4,011 —
Net cash provided by financing activities . ................. .. ... ....... 45,617 63,361 (11,070)
Increase in cash and cashequivalents . ...........o i iiiniiiiiiiaiann e, 29088 126,080 (20,840)
Cash and cash equivalents, beginningof period .. ................. ... ...l 170,927 44,847 65,687
Cash and cash equivalents, end of period ... .......... ... i $200,015 $170.927 §$ 44,847
Supplemental disclosure of cash flow information: . ]
Cash paid forinterest ........ ... ... .iuiiiiiiiii i et $ 160 § 160 § 80
Cash paid fOr tAKES ... ....iviuisiainee ittt it a e e eans $ 33020 % 20,557 3 36453

Non-cash activities:

In 2005, the Company declared and pald a stock dividend of eight shares of common stock per share of common stock

outstanding.
The accompanying notes are an integral part of these financial statements.
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INTERNATIONAL SECURITIES EXCHANGE HOLDINGS, INC.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(in thousands, except share and per share amounts)

L ORGANIZA'll‘ION AND DESCRIPTION OF BUSINESS

"The Intemanona] Securities Exchange Holdings, Inc. (“ISE Holdings™), is a Delaware corporat:lon and the
parent holdmg company of the following subsidiaries (collecuvely, the “Company™): - : .

. Internanonal Securities Exchange, LLC (“ISE” or “exchange”)}—a wholly-owned, fully-electromc
,exchange for equity and index options and related services utilizing a market structure which' combines
the efﬁcwnc:les of electronic trading with auction market principles. ISE was founded in September
1997. In February 2000, it received regulatory approval to become a national securities exchange and
in May 2000, formally commenced trading. ISE is regulated by the U.S. Securities and Exchange
Commission (*“SEC™), -

. Longltude LLC (“Longitude”)}—a wholly-owned subsidiary created in Apnl 2006 which hcenses its
patented Parimutuel Derivative Call Auction technology to investment banks and other ﬁnancml
institutions active in the capital markets ‘ .

» ISE Stnl)ck Exchange LLC (“ISE Stock Exchange”)—a majority-owned subsidiary created in Apnl
2006 a; an exchange facility of ISE for equity securities.

» ETC Acquisition Corp. (“ETC")—a wholly-owned subsndlary. -

2. INITIAL PUBLIC OFFERING

On March 1'4 2003, the Company completed its initiat public offering in whlch it sold 4,602,115 shares of
common stock ai: $18.00 per share. Proceeds to the Company, less commissions and other direct sellmg expenses,
were $70, 739

3. REORGANIZATION '

In connectum with its initial public offering, the Company initiated a plan to reorganize into a holdlng
company structure The Company completed its reorganization on September 1, 2006. As part of the
restructuring, thc International Securities Exchange, Inc. (“ISE Inc.”) merged intc ISE, then a newly formed .
entity and a wholly-owned subsidiary of ISE Holdings. As a result of this merger, the shares of common stock of
ISE Inc. were convcrted into shares of common stock of ISE Holdings and shares of ISE Inc. Class B
memberships were converted into trading and voting rights gramed under ISE. -

4. BASIS OF PRESENTATION AND SIGNIFICANT ACCOUNTING POLICIES
Basis of Pnﬂsentauon

" These ﬁnanma] statements have been prepared pursuant to the rules and regulations of the SEC and, in the
opinion of mana gement, reflect all adjustments, consisting only of normal recurring adjustments, necessary for a
fair statement 0f|the financial position, results of operations and cash flows for t.he periods presented in
conforrmty with [U.S. generally accepted accounting principles, or GAAP.

Prmcxples of Consolidation

The accomlllanymg consolidated financial statements include the accounts of ISE, ETC, ISE Stock Exchange
and Longitude. Al] inter-company transactions have been eliminated in consolidation. In accordance with FASB
Interpretation No 46R, “Consolidation of Variable Interest Entities” (“FIN 46”), ISE Stock Exchange is
considered a vanable interest entity (“VIE”) and effective December 31, 2006, the company consolidated its
results as it was deemed the primary beneficiary. (Note 18).

"F-9.




{
INTERNATIONAL SECURITIES EXCHANGE HOLDINGS, INC.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)
(in thousands, except share and per share amounts)

Use of Estimates (

The preparation of the Company’s consolidated financial statements in conformity with GAAP necessarily
requires management to make estimates and assumptions that affect the reported amounts of assets and liabilities
as of the balance sheet date and the reported amounts of revenues and expenses for the period presented. Actual
results could differ from those estimates.

Revenue Recognition

Transaction fees are earned based on contracts executed on the Company’s exchange and are recorded as
transactions occur on a trade date basis. Transaction fees are recorded net of discounts of $33,613, $27,502 and
$21,551 for the years ended December 31, 2006, 2005, and 2004, respecuvely The Company waives or
discounts'certain trading fccs

Market data revenues are predominantly earned from the sale of the Company’s buy and sell transaction
information and quotes through the Options Price Reporting Authority (“OPRA"). The Company earns a portion
of OPRA’s net income based on its pro-rata share of industry trade {not contract) volume. Revenue is recorded as
transactions occur on a trade date basis. '

Member fees are comprised of revenues earned for connectivity and access to the Company’s exchange;
revenue from the sale of CMM trading rights; fees for use of the Company’s communication network, equipment
and trading software; and regulatory and administrative fees. Other fees represent fees for services provided by
Longitude. Connectivity, access fees and communications, equipment and trading software fees and Longitude
revenues are charged and recognized on a monthly basis based upon a specific fixed fee for each service.
Revenue from the sale of CMM trading rights is deferred and recognized on a straight-line basis over 14 years.
Administrative fees are charged and recognized as incurred. Regulatory fees are charged on an annual basis and
recognized over a twelve-month period. .

Deferred Revenue

The Company has sold 50 CMM trading rights as of December 31, 2006. The CMM trading rights were
each sold pursuant to a purchase agreement for $1.5 million each. Certain CMM trading rights were paid in full
on the purchase date, while others are payable in annual installments; however, the purchase agreement grants
immediate CMM trading rights upon execution of the purchase agreement. The Company currently recognizes
revenue from the sale over 14 years, the estimated useful life, on a straight-line basis. The estimated useful life
was determined based upon an analysis of certain factors driving the securities industry that could have an effect
on the Company’s operations in providing services to its exchange members. Such factors included significant
historical operating, regulatory and technology changes which have affected market participants and trading
venues. Based upon the analysis, the Company estimated a life of 14 years; however, this period may be subject .
to change in the future. . .

On a pericdic basis, or if certain circumstances come to its attention, the Company reviews the original
factors or assumptions used in determining the estimated service period to ascertain the effect, if any, current
events may have on those factors and assumptions. If the current facts warrant a change in the estimated service
period, the Company will adjust the remaining revenue to be recognized in accordance with the new estimated
service life using the prospective method. The service period may increase or decrease from the current estimate
of 14 years based upon the facts and circumstances. :
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)
(in thousands, except share and per share amounts)

Cash J:'quwalents .
The Company considers all mghly llqmd investments with a maturity of less than 90 days from the

statement cf financial condition date to be classified as cash equivalents.
December 31, I)eoemher i,
2006 .. 2008

Company funds- ..........c........o $161,624 $165,232

F eserved for ISE Stock Exchange LILC ... et 37,767 —

F ‘eserved for payment for order flow program ............. 624 . 5,695

'1‘ota1 .............................................. $200,015 $170,927
Securities Owned

The Clompany has, through a Rabbi Trust, investments in various mutual funds in connection with the
Company'; previous long-term deferred compensation plan. Investments are carried at market value with
realized anld unrealized gains or losses reported in other revenue and a charge or credit in compensation and
benefits cxpense to reflect the change in the fair value of the amounts owed to employees. The Company has
since replalced this plan with a stock-based plan (Note 8).

The Company also invests cash in excess of short-term operating needs in U.S. treasury secuntnes and
municipal bonds with maturities ranging from three to 24 months which it classifies as available for sale.
Unrealized gains and losses are included in accumulated other comprehensive income on the statement of
changes mJ stockholders’ equity until realized. On a periodic basis, the Company reviews its portfolio for
unpamnent If a decline in fair value is deemed to be other than temporary, the security is written down to its fair

value Lhrough earnings. Securities owned consist of the following:
December 31, December 31,
2005

2006
1J.S. Government debt obligations . . ..................... - $28,998 $ 9,890
Mumc:pal bonds...........ooiiiiiiiit e 60,090 L—
Muma] funds ... i e 3,727 7,244
’[‘otal .......... R $92,815 .$17,134 -
The following table sets forth the maturity profile of available for sale securities: .

Under 1-5 .

1 Year Years " Total
U.8. Government debt obligations ................... $§ —  $28998 $28,998
ZlMum'cipal bORAS . .. 60,090 — 60,090
Total ... . ueere i e $60,000 $28,998 $89,088 -

Im;m'ne Taxes ‘ . C e

The l"ompany files a consolidated tax return for federal, state and local income tax purposes In addition, the
Company 'records deferred tax assets and liabilities for differences between the financial statement and income -
tax basis uf assets and liabilities, using currently enacted tax rates. Deferred tax bencﬁts and expenses are
recogmwi for changes in deferred tax assets and habllmes .

Paynient Jor Order Flow

The (Z I “ompany imposes fees upon market makers to fund payments to order flow provnders under a program
administeted by the Company. These fees are distributed to certain order flow providers as an economic
inducerient to route their customer orders to the Company’s exchange. The market makers have full discretion
regarding the payment. Pursuant to Emerging Issues Task Force Issue No. 99-19, “Reporting Revenue Gross as a
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)I
(in thousands, except share and per share amounts)

Pﬁncipa] versus Net as an Agent,” the Company reflects the assessments and payments on a net basis, with no
impact on revenues.or expenses. When fees are assessed, the Company records an asset (Accounts Receivable)
with a corresponding liability (Payment for Order Flow Payable).

Payment for order flow cash is reflected in cash and cash equivalents on the Company’s Consolidated
Statements of Financial Condition. These funds are not legally restricted and can be used for general corporate

purposes.

Marketing Fund

Until July 2002, the Company imposed fees upon its PMMs and CMMs to fund business development
activities intended to promote the Company’s exchange and indirectly increase order flow. The Company ended
this program in July 2004. The Company has discretion regarding the use of these funds pursuant to certain
general rules and guidelines established by its PMMs and CMMs. The Company pays various organizations,
businesses and broker-dealers. It is the Company’s policy to reimburse any funds not used, as permitted under
the program. Pursuant to EITF 99-19, the Company reflects the revenues and expenses on a gross basis, and
recognizes revenues only to the extent that equivalent expenses have been incurred. In addition, the Company
reimbursed itself $75 per month from the marketing fund for software licenses associated with trading software it
distributes for no charge to EAM members. With the exception of this reimbursement, any fees imposed under
the program, but not yet expended, are deferred on the Company’s Statement of Financial Conditionasa
marketing fund payable until either expenses are incurred under the program, or unused funds are retumned to the
PMMs and CMMs.

Stock-Based Compensation

Effective January 1, 2005, and in connection with its initial public offering, the Company began to account
for stock-based employee compensation in accordance with SFAS No. 123(R), “Share-Based Payment,” using
the modified prospective adoption method. Under this method of adoption, compensation expense is recognized
over the relevant service period based on the fair value of stock options and restricted stock awards granted on or
after January 1, 2005 and future years. In addition, compensation cost is recognized in 2005 for awards granted
prior to the adoption date for which the requisite service period has not been rendered. No unearned

- compensation is included in stockholders’ equity for such stock options and restricted stock awards granted.

Rather, such stock options and restricted stock units are included in stockholders’ equity under SFAS No. 123(R)
when services required from employees in exchange for the awards are rendered and expensed.

Compensation expense resulting from stock options granted prior to the adoption of SFAS No. 123(R) were
accounted for under the intrinsic-value-based method prescribed by APB Opinion No, 25, “Accounting for Stock
Issued to Employees,” as permitted by SFAS No. 123, and accordingly, compensation expense was measured as
the excess of the estimated fair value per share of the Company at the date of grant over the options exercise
price and was recognized over the vesting period.

As a result of adopting SFAS Ne. 123(R), the Company’s income before income taxes and net income for
the year ended December 31, 2006 were $1,358 and $747 lower, respectively, and for the year ended
December 31, 2005 were $923 and $508 lower, respectively, than if the Company had continued to account for
share-based compensation under APB Opinion No. 25.
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Had the Compa.ny determined compensation cost based on the estimatéd fair value at the grant dates for its
stock options grant.d prior to adoption of SFAS No. 123(R), the Company’s net income would have been as
follows: -

- Year Ended .

December 31,
A 2004
Net incorne, as PEPOTEd .. ...t e $26,163
Add: Stock based employee compensation expense, net of related tax benefits, .
1nc1ud.d inreported netincome ........ ... 45
Deduct: .:tock based employee compensation, net of related tax effects,

_ determiined under fair value based methods forall awards .............. (59)
Pro form!a DELAMCOMIE . .\t o ittt et vne et veeaeeeeenariaaerrranssssans $26,149
As reporlted: :

Eamnings' per Share—basic ... ... ....veeerneeeeirreeernereraneenns $ 081
Eammgs| pershare—diluted . ... ... ... ... i $ 077
Proforml :

E.ammgﬁpershare—basw ........................... $ 0381
Eammg< per share—diluted ....... .ot $ 077

Fixed Assets

Fixed assets ('onsmt of software licenses, computer hardware, furniture and fixtures, equipment and
: leasehold improvements. Capitalized fixed assets are depreciated utilizing the straight-line method over the

estlmated useful lllves as follows
o+

demg related SOFtWArE HCENSES .. .. oo vueerrenernnneeennnneennnnenn 5 to 7 years
Othersoftwarehcenses ........ 3 to 5 years
Hardwa:i'e and equipment ................ e h e 3 to 5 years
Furniture and fixtures .................. SR O 7 years

Leasehold imrprovements are amortmed on a straight-line basis over the lesser of the lease term or its
estimated useful life.

Software Co:ts

Costs for internal software are assessed to determine whether they should be capitalized or expensed in
accordance with Amencan Institute of Certified Public Accountants’ Statement of Position 98-1, “Accounting for
the Costs of Computer Software Developed or Obtained for Internal Use,” and other related guidance. Software
development cost., incurred during the preliminary project stage are expensed as incurred, while costs incurred
during the apphcaPon development stage are capitalized and amortization is computed using the strmght-lme
method over the software s estimated useful life, generally three to seven years, depending on the type of
software. Amortmmon of these capitalized costs begins only when the software becomes ready for its intended
use. Capltahzanon of costs ceases when the post implementation/operation stage of the software development
process is reachel.

The Company capitalized $2,751 and $1,555 for software licenses and software developed for internal use
during the years ended December 31, 2006 and 2005, respectively.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS——(Continued)
(in thousands, except share and per share amounts)

Marketing and Promotional Fees
Advertising costs, including media advertising and production costs, are expensed when incurred.

Intellectual Property
All costs related to patents on intemally developed intellectual property are expensed when incurred.

Impairment of Long-Lived Assets

On a periodic basis, the Company performs a review for the impairment of long-lived assets when events or
changes in circumstances indicate that the estimated undiscounted future cash flows expected to be generated by
the assets are less than their carrying amounts or when other events occur which may indicate that the carrying
amount of an asset may not be recoverable. During the year ended December 31, 2006, the Company recorded an
impairment charge of $0.2 million related to software hoenses

Fair Value of Financial Instruments

SFAS No. 107, “Disclosure about Fair Value of Financial Instruments,” requires the disclosure of the fair
value of financial instruments, including assets and liabilities recognized on the Consolidated Statements of
Financial Condition. Management estimates that the aggregate net fair vatue of all financial instroments
recognized on the Consolidated Statements of Financial Condition approximates their carrying value, since the
financial instruments are short term in nature and bear interest at current market rates.

Related Party Transactions

As a regulated securities exchange the Company regularly transacts business with broker-dealers involved
in the business of trading securities and those broker-dealers may be stockholders of the Company. Therefore, the
Company engages in transactions with certain stockholders in the ordinary course of business. As a national
securities exchange, the Company is required to provide equal non-discriminatory access and fees to all its
members. Therefore, the Company is prohibited by SEC regulation to charge fees that are not on or vary from its
approved pricing schedule. In addition, FAS No. 57 “Related Party Disclosures” requires disclosures of related
party transaction with owners of more than 10 percent of the voting interests in the Company. The Company did
not transact business with any stockholders that beneficially owned more than 10% of its outstanding common
stock as of December 31, 2006. '

5. COMMITMENTS AND CONTINGENCIES
Litigation

‘From time to time, the Company is involved in various routine reviews, regulatory audits and inspections by
the SEC as well as legal proceedings arising in the ordinary course of business. While any litigation contains an
element of uncertainty, it is the opinion of management, after consultation with counsel, that the outcomes of any
such proceedings or claims are unlikely to have a material adverse effect on the business, financial condition or ,

operatmg results of the Company.

Contractual Obligations

The Company has entered into obligations under operating leases with initial non-cancelable terms in excess
of one year for office space and computer equipment. Expenses recorded under these agreements for years ended
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)
(in thousands, except share and per share amounts)

December 31 2006, 2005, and 2004 were $7,663, $6,502 and $4,896, respectively. In addition, the Company has
entered mto contractual agreements with certain index providers for the rights to list index products. The
Company also has entered into a contractual agreement for technology enhancements and support.

When it began operations, the Company entered into two contractual agreements with OMX (US) Inc. and
its afﬁllat.es (collectively “OMX™) a Delivery and License Agreement (“DLA") and Support Agreement. OMX
specralrzesl in developing electronic exchanges and electronic trading systems. Under the agreements, OMX has
granted I.ht Company a license for its exchange software and trading application and is obligated to provide
support an:l enhancements to the software. The Company accounts for these agreements as operating leases
under SOF 98-1 and SFAS 13 “Accounting for Leases.” Under the DLA, the Company made payments to OMX )
based on t.he number of transactions executed on the Company’s exchange. Under the Support Agreement, the
Company i is required to pay for'a minimum of service hours on an annual basis. As there was a usage fee based
on vanablqI transaction volumes, the Company expenses payments for DLA as incurred. Costs under the Support
Agreement for maintenance, support and enhancements which do not add substantial functionality to the
software, .u'e expensed as incurred or over the contract period on a straight-line basis. Any enhancements that add
to the func tlonahty are capitalized and amortized in accordance with the Company’s software pohcy

On June 30, 2004, the Company restructured the DLA to provide for a one time lump sum payment of -
$21,305 and quarterly payments over seven years totaling $6,440. At that time, the Company estimated the useful
life of the software to be seven years. The Company has capitalized the cost of the leasc as the lease term is at
least 75% of the property’s estimated economic life and the present value of the minimum lease payments at the
beginning|of the lease term is 90% or more of the fair value of the leased property at inception. There are no
renewal prowsnons in the restructured DLA. The Company follows APB Opinion No. 21 “Inferest on
Recewablvs and Payables” (“APB 21”) and accordingly, recorded the DLA at its net present value of $5,318
with unputed interest of $1,122 using a discount rate of 6.0%. Further, in December 2003, the Company
amended lhe DLA to increase the minimum amount the Company is obhgated to pay OMX for dehvenng
enhancements under the Support Agreement. :

Expenses related to OMX were $8, 805 $7 966 and $7,971 for the years ended December 31, 2006 2005
and 2004 |respecuve]y

At December 31, 2006, future minimum payments for commitments are as follows:

Operating
Lenses OMX Other  Total
Year ending December 31,2007 .........ooviiiiii $6,368  $7,787- $500 $14,655
Year endmg December 31,2008 .. ... ... tei i 4,106 5162 878 10,146
Year endmg December 31,2009 . ... ..ottt i 3,003 4,087 150 7,240
Year endmg December31, 2010 ... ..ot e 2,176 4087 — 6,263
Year endmg December 31, 2011 .................................. 2016 F @ —  — 2,016

Thereafter .................................................... 7,281 —_ — 7.281

Letter of Credit

In the normal course of business, the Company collateralizes certain leases through standby letters of credit.
As December 31, 2006 and 2005, the Company provided letters of credit totaling $416 and $424, respectively,
collaterahzed by certificates of deposit at a financial institution which are included in other assets.

s

F-15




INTERNATIONAL SECURITIES EXCHANGE HOLDINGS, INC.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS-—(Continued)
(in thousands, except share and per share amounts)

Line of Credit .

As of December 31, 2006, the Company had access to a $10,000 uncommitted credit line from a
commercial banking institution to be used to meet the Company’s normal short-term capital needs. There were
no borrowings outstanding under this credit line as of any of those dates.

Guarantees

The Company applies the provisions of the FASB Interpretation No. 45, “Guarantor’s Accounting and
Disclosure Requirements for Guarantees, Inc;i_uding Indirect Guarantees of Indebtedness of Others,” which
provides accounting and disclosure requirements for certain guarantees. The Company’s trading rules, which its
exchange members are bound by, limit the Company’s liability for losses suffered while conducting business on
the Company’s exchange. The Company's exchange trading rules do not extend to the customers of its exchange
members. However, contractually the Company agrees to indemnify its exchange members for losses they suffer
in very limited circumstances. The potential for the Company to be required to make payments related to such
contractual indemnifications is deemed remote.

6. DEFERRED REVENUE
Changes in deferred revenue are as follows:

December 31,

. 2006 2005
Beginning balance .. .........ccoonitiieeenn i, $54,925  $54,959
Additions during the period ............ N 6,015 4,500
Revenue recognized during the period ......................... 4,857  (4,534)

Endingbalance ..........c.cco'ieieoiininrrennnnnenrnenens $56,083 354,925

7. ACCOUNTS RECEIVABLE

Accounts receivable consists of the following:

December 31,  December 31,
2006 2005

Trading related fees .......... e e $23,257 $22,611
Payment for order flow program ........................ 9,638 6,538
CMM trading rights: ' .

. L1y 1 11 S 600 6,000
Non-current ........... P — 600
Unamortized discount .............. ..., (13) (174)

Other ..... ... e 1,355 96
Allowance for doubtful accounts ........................ (22) (36)
| $34,815 $35,635
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8. FIXED ASSETS

Fixed assets consist of the following:

December 31,
2006 2005
Trading related software .. ........................ PR $ 37,614 $ 34,378
Leaseholdlmprovements.................................: 6,160 5,054
Furmture and fiXtIeS .. ... ....iiiiiii i © 1,916 " 1,580
Hardv/are and equipment ................ e aaa e © 2,436 1,859
Other'sOftware .............coeeeueennnnn. SOOI 1,824 991
Accuxlnulated depreciation and amortization ................... T (20,943) ' (14,657)

Total|..........c..... AT RTCTRR $29,009 § 29,205

9. DIVIDENDS

In 2003, thle Company's Board, which includes representation from Class B-2 membershlp holders,
approved the cr..auon of 30 new Class B-2 memberships. As a condition for the creation and ultimate sale of
these new membersl’ups the Board agreed to issue a special dividend to its Class A stockholders, some of which
were also exlstmg Class B-2 holders, representing the cash proceeds from the sale, after accounting for taxes the
Company woulcl recognize from the sale and a bonus payment. The Board agreed to pay the Company’s officers
and certain directors a bonus for each membership sold to reward them for the successful completion of the sale.

* In My 2004, the Company declared a special dividend of $0.34 per share of common stock to its
stockholders of record as of June 30, 2004, which represented a distribution of $11,070. This was paid
in Juue 2004. This special dividend reflected the proceeds of $22,400 received from the sale of Class
B-2 mcmbershlps sold in 2003 under installment agrecments and 12 Class B-2 membershnps sold as of
Aprill 30, 2004, net of bonuses of $1,274 and taxes of $10,056.

* In January 2005, the Company declared and paid a special dividend of $0.37 per share of common
stock|to stockholders of record as of January 7, 2005, which represented a distribution of $11 784
related to the sale of its Class B-2 memberslnps

In Februaly 2005, the Company declared and paid a stock dividend of eight shares of common stock per
share of common stock outstanding. The stock dividend was designed to have the effect of a stock split at a ratio
of nine shares per share or a 9-1 stock split. Accordmgly, all share and per share amounts have been ad_]usted to
give effect to this event.

The folimying table sets forth the dividends we paid on our common stock during the year ended
December 31, 2006:

Dividend

Record bate per Share
Marth 23, 2006 ... ..uotntie et $0.05
June23,2006 ... oriiniii e 0.05
Septamber 22,2006 ................... O 0.05 -

December 22,2006 .............. e Sl e - 005
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10. MEMBER FEES AND OTHER

Member fees and other are comprised of the following:

Year Ended December 31,
2006 2005 2004
Connectivity, access feesandotherfees .......................cviant.. $14,623 $12,051 $11,791
Communication, equipment and software fees ......................... .. 4282 | 3,045 3,927
.Regulatory and administrativefees .............. ... .. ciiiiiianaia.. 2442 1,385 1,381
Revenue from sale of CMM trading rights ......................... e 4,857 4,534, 3998
Imputed interest on installment sales of CMM trading rights ............... . 161 724 1,778

2 $26,365 $21,739 $22,875

11. STOCK-BASED PLANS
Stock Optwns

The Company has two stock option plans—the 2002 Stock Option Plan (the “2002 Plan”), which was
adopted in 2002, and the Omnibus Stock Plan, which was adopted in 2005. Under the plans, options on the
Company’s common stock are issued for terms of 10 years and generally vest over three years, Options issued in
connection with the 2002 Plan were issued with an exercise price significantly less than the estimated fair market
value of the Company on the date of grant. Options issued under the Omnibus Stock Plan were issued with an
exercise price equal to the estimated fair market value of the Company on the date of grant. Options expire on
dates ranging from May 2012 to September 2016. A summary of the stock option activity as of December 31,
2006 is as follows:

. Weighted

Weighted Average
Average Weighted Exercise

Exercise  Average ’ Price Per

Price Per Remaining Options Exercisable
Options Option  Life (years} Exercisable Option

Outstanding, December 31,2004 ................ 3,697,650 1.49 7.4 3,610,944 1.39
Granted ......... ...t i e 544,884  18.75 9.5 — —
Fodeited ........... .. ... o i, — — . —_
Exercised ...........ccciiiiiiiiinnaniannn. (283,947) 1.39 .

Outstanding, December 31,2005 ................ 3,958,587 §$ 3.88 6.9 3,383,703  $1.43
Granted ........ 83,601 $40.56 94 _— —
Forfeited ........ ... ... i, — — —
Exercised ........coviiiiiiiiiiiiiiii s (803,464) §$ 1.74 .

Outstanding, December 31,2006 ..............., 3,238,724  $ 5.36 6.1 2,661,972  $1.86

The total intrinsic value of options exercised during the years ended December 31, 2006 and 2005 were
$34,550 and $8,124, respectively. The aggregate intrinsic value for options outstanding as of December 31, 2006
was $134,180. The aggregate intrinsic value for options exercisable as of December 31, 2006 was $119,602. The
total fair value for options vested during the year ended December 31, 2006 was $486.
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The welghted average estimated fair value of the options granted during the years ended Decembcr 31, 2006
and 2005 wztxs $13.39 and $5.95 per option, respectively. The Company used a binomial model to value the
options. The, following assumptions were used:

, Dividend Expected Risk-Free  Expected
Grant Yield Volatility Rate = Life (in years)
2005 ... e e e ettt i 1.8% 31.3% 3.94% 50
2006 ... .. U DR 06% 449% 441% 35

Restricted Stock

The Cctmpany issued restricted stock awards (“RSAs”) to employees and certain directors under the
Omnibus Stock Plan primarily in connection with year-end compensation and the Company’s initial public
offering. All of the restricted stock outstanding as of December 31, 2006 requires future service as a condition to
the delivery lof the underlying shares of common stock along with certain other requirements outlined in the
award agreements The RSAs vest over a period of two or five years. Information related to the RSAs is set forth
below:

’ ) Restricted Stock
Granl Awards
OJtstandmg. December 31,2004 . ... ..oiiiiiiii e ) -
Cr;anted ...................................................... 662,794 -
F(Iarfelted ................ KRR TR PPERPPIEE (17,677)
Outstanchng, December 31,2005 .. ... it e e 645,117
Granted ............................ i eee e e 173,786
. Fclxrfened ................................. e (19,412)
V'lssted ........................... e e - (239,747
Outstanding, December 31,2006 ... ... ..o 559,744

- Stock ('l:ompensation expenses related to RSAs were $6,372 and $3,902 for the years ended December 31,
2006 and 20005, respectively.

Restricted Stock Units

The Cumpany grants certain directors restncted stock units (“RSUs™) under the Omnibus Stock Plan at a
total value uf $10 per quarter per director. Under the restriction, the stock cannot be sold until one year after their

service on me Board is terminated. Stock compensation expenses related to RSUs was $320 for the year ended
December nl 2006.

Restricted Stock
Grant . Units
Outstandmg, December31,2005 ... ... i s —
GEANEA .« o - e et e e e e e et e e e e e 7,432
Fllarfeited ..................................................... —_
WS .. oottt ittt s et e ety —
Qutstanding, December 31,2006 . ....... .. ... oo iiiiiiiaiiiin, 7.432

As of December 31, 2006, there was $8,678 of total unrecognized compensation costs related to non-vested
share-based, compensanon payments. The cost is expected to be recogmzed over a weighted average period of 1.4
years.
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12. EMPLOYEE BENEFIT PLANS

Employees are eligible to participate in the Company’s defined contribution 401(k) plan upon meeting
certain eligibility requirements. Funding is provided by voluntary contributions from the employees who can
contribute up to 20% of their annual base salary to the 401(k) plan. The Company makes discretionary
contributions based upon its results of operations and each participant’s contributions up to prescribed limits. The
plan is administered by a third party. The Company’s expense relating to this plan was $1,312, $1,078, and $778
for the years ended December 31, 2006, 2005 and 2004, respectively.

Employees of the Company also participate in a long-term performance-based profit sharing plan. Under the
plan, a portion of the operating eamings of the Company are distributed if the Company exceeds certain :
operating and financial targets. The funds are placed in a Rabbi Trust and invested by the employee in employer
provided investment options, primarily third-party mutual funds, administered by an outside plan provider.
Distributions are deferred and employees vest in the distributions over a period of three years. Distributions are
in the form of cash. The participating employees bear the risk of the vested portion of each investment election
and the Company bears the risk of the unvested portion. In accordance with EITF No. 97-14 “Accounting for
Deferred Compensation Arrangements Where Amounts Earned Are Held in 2 Rabbi Trust and Invested,”
deferred compensation obligations are classified as a liability and adjusted with a corresponding charge or credit
to compensation and benefits expense to reflect the fair value of the amount owed to the employees.

The Company recognized the following on its Consolidated Statements of Financial Condition:

December 31,
2006 2005 -
Total assets held for deferred compensation included in securitiesowned ............... $3,727 $7,244
Payable to employees included in compensation and benefits payables ................. 996 2,324

The Company recognized the following to reflect the gains/(losses) in the fair value of the assets on its
Consolidated Statements of Income:

Year Ended December 31,
2006 2005 2004
Interest and INveStMENt INCOME . . ... vt vt it e ieiiaearnenrannn L $428 $343 $1,066
Compensation and benefits expense ... ... ... ... it 368 140 311
13. INCOME TAXES
The provision for income taxes consisted of the following:
Year Ended December 31,
2006 2005 2004
Current :
Federal .......... .. ... ... ....o00ian. @ $27,315 $22494 $22,134
alE .. e 14874 13,824 12,738
Total COITENE .. ... ettt s e iees et iiinneens 42,189 36,318 34,872
Deferred \
Federal ...... 0o i e 256 (4,174) (5,930)
B ittt e 145 (2.361) (3,395
Total deferred .............ooiiiiiiiiiiii i, 401  (6,535) (9,325)
Total provision for inCOME 1AXES .. ......oviiuuoitn ittt $42,590 $29,783 $25,547
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The temporary differences which have created deférred tax assets and liabilities are detailed below’
Management b_chqves that it is more likely than not, the tax assets will be realized, and therefore, has not

recognized any valuauon allowance. ;

i . December 31, .
Deferred tax assets: i . . S B
CMM trading fghts . .. ..o evvneeennreereenn. e ey $22,375 $22,537
Stock based md employee benefit plans ...................................... 7,441 7,379
Start up and -Jrgamzauonal 1 £ 629 433
Other ..... e DUUSURUPRU R B 217 155
Deferredtaxllablhty , ' e ' L
Deprecxauon iand amortization ........... .. .0.iiian.ns e e (7,255). (7,323
Unrealized- gam onsecurittesowned . .............. .. ... RN e (403) (385)
Software development . ............c.uvininn.. i, e (876) (463)

Total deferred tax assets, net . . . .. e e SO $21,932 $22,333

The followir 8 is a reconciliation of the provision for income taxes and the amount computed by applymg
the U_S. Federal <tatutory rate to income before income taxes.

Year Ended December 31,
2006 2005 2004
1U.S. federal income 1720, 38 v -2 AU U 35.0% 35.0%:;: 35.0%
State and local i m"ome tax, net of Federal income tax benefit ................ 100 104 .. 119
Permanent dxffert T < SR (1.5 (0.6) ! .02
ReOorganization €:Xpenses . .. ............. e e e 0.1 02 ; 14
MISCELIANEOUS . | ..\ oot te et ettt e e e e e e — 0.7 0.9

Effective taxratel ................................ SRR 436% 457% . 494%
14, EARNINGS PER SHARE |

" Basic earnmgs per share (“EPS”) is computed by dividing net income by the weighted average numbcr of
common stock outstanding for the period. Diluted EPS reflects the potential reduction in earnings per share that
could occur if sct'unnes or contracts to issue common stock were exercised or converted into common stock.
EPS under the besic and diluted computations are as follows:

B -

Year Ended December 31,
‘ 2006 2005 2004
Basic earnings per share: T ,
NEEINCOME .. . 7\t veeschaee sttt $55,152 $35,347 $26,163
Weighted a' rerage shares outstanding .. ........ ... i, S 37479 . 35,849 32,139
Basnceammgspershare..................................: ....... - % 147 $ 099 § 081
Diluted earnings/per share: _ o
NELIMCOMHE, . o o v v v e e e st e et sa e et it aaaaan et aamneene $55,152 $35347 $26,163
Weighted average shares outstanding ....... ...l e 37,479 35849 32,139
Dilutive effzct of common stock equlvalcnt shares related to stock options . o
and restn,cted SOCK . .t o e et i . 2,414 2,098 1,782
Weighted average shares outstanding—diluted ........................ 39,893 37,947 33921
Diluted eamings per share .......... et $7138 08 093 8077




INTERNATIONAL SECURITIES EXCHANGE HOLDINGS, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)
(in thousands, except share and per share amounts)

Diluted EPS computation does not include the anti-dilutive effect of 47 and 439 options for years ended
December 30, 2006 and 2005, respectively,

15. AVAILABLE FOR SALE SECURITIES

The Company has purchased U.S. Treasuries and Municipal Bonds which it classifies as available for sale.
Information regarding these securities held as of December 31, 2006 and 2005 are as follows: :

Gross Gross Estimated

Unrealized .Unrealized Fair

. Cost Gaing Losses Yalue
Available for sale securities as of December 31,2006 ........... $89,138 $— $(50) $89,088

Available for sale securities as of December 31,2005 ........... $9988 5 $98) % 9,890

16, COMPREHENSIVE INCOME

Comprehéensive income includes net income and changes in stockholders’ equity exbept those resulting from
investments by, or distributions to, stockholders. Comprehensive income is as follows:

Year Ended December 31,
2006 2005 2004
NEUIICOMIE . ..ot ettt e e e ettt e e e ettt v e e e e e e e e nnes $55,152 $35347 $26,163
~ Change in other comprehensive income: ' :
Unrealized (gain)/loss on available for sale securities, netoftax .............. 25 (14) 39
Total comprehensive inCome . .........couieuirrineireaninreeinnenns $55,177 $35,333 $26,124

17. SEGMENT, GEOGRAPHIC AND CUSTOMER INFORMATION

The Company has one reportable business segment. Revenues are derived in the U.S. and all of the
Company's assets are located in the U.S. The Company considers significant customers to be those who account
for more than 10% of the Company’s gross margin. The following is customer concentration information:

Year Ended December 31,

2006 2005 2004
Exchangemembers ... ... ... ... . it e i e 2 2 1
Approximate percent of gross margin .......... ... i i iei e 23% 21% 10%

18, ISE STOCK EXCHANGE

- ot

On April 18, 2006, the Company along with several strategic investors created ISE Stock Exchange. Under
the terms of the Amended and Restated Limited Liability Company Agreement, the Company exercises a
majority of the voting interest and any losses from the operations are allocated only to the strategic investors. The
Company has determined that ISE Stock Exchange is a VIE in accordance with FIN46. In general,a VIEisa
corporation, partnership, limited liability corporation, trust or any other legal structure used to conduct activities
or hold assets that either (i) has an insufficient amount of equity to carry out its principal activities without
additional subordinated financial support; (ii) has a group of equity owners that are unable to make significant
decisions about its activities: or (iii) has a group of equity owners that do not have the obligation to absorb losses
or the right to receive returns generated by its operations. All VIEs with which the Company is involved are

F-22




INTERNATIONAL SECURITIES EXCHANGE HOLDINGS, INC.

o _
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)
(in thousands, except share and per share amounts)

evaluated to detemune the primary beneficiary of the risks and rewards of the VIE. The pnmary  beneficiary is
required to consohdttc the VIE for financial reporting purposes. Based on the terms stated in ‘the Amended and
Restated Limited Li a.blhty Company Agreement, the Company determined it was the pnmary beneﬁcnary of the
'VIE and consolidated ISE Stock Exchange’s results as of December 31, 2006. "' . 7 ' 3

The Company’s consolidation of ISE Stock Exchange will currently not have any effect on the Company’s
-net results of operatllons until ISE Stock Exchange generates net profits. Revenues and expenses of the Company
will increase to reﬂwt 100% of ISE Stock Exchange’s results; however, it will not have any impact on net
income as the Company is not required to absorb any losses of the VIE. All revenues and expenses will be offset
doliar-for-dollar by tmnonty interest. '

Included in the[ Consolidated Statements of Financial Condition as of December 31, 2006, are $37,767 of
_ cash and cash equivalents, $37,891 of total assets and $568 of total liabilities.

19. SUBSEQUEN‘]ll‘ EVENT

On January 9, 2007, the Company declared a quartcrly dividend of $0.05 per outstanding share of its
Class A Common Stock The dividend is payable on March 30, 2007 to holders of record as of the close of
business on March 23 2007
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Exhibit 21.1
SUBSIDIARIES OF INTERNATIONAL SECURITIES EXCHANGE HOLDINGS, INC.

International Securities Exchange, LLC, a wholly owned subsidiary
Longitude LLC, a wholly-owned subsidiary

ETC Acquisition Corp., a wholly-owned subsidiary _

* ISE Stock Exchange, LLC, a majority-owned subsidiary




EXHIBIT 23.1

CONSENT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

We consent to the incorporation by reference in the following Registration Statements:

(1) Re glstmhon Statemerit (Form S-3 No. 333- 132775) of International Securities Exchangé Holdings,
Inc:

2) Rng-xstraIJon Statement (Form S$-8 No. 333- 123200) pertaining to Intemauona] Securmes Exchange,
Inlc Stock Opnon Plan; International Securities Exchange, Inc. Stock Purchase Plan; and
Irternational Securities Exchange, Inc. Omnibus Stock Plan

of our reports dated February 26, 2007, with respect to the consolidated financial statements of International
Securities Exchange Holdings, Inc., International Securities Exchange Holdings, Inc. management’s assessment
of the eﬂ'ecuvi:ness of internal control over financial reporting, and the effectiveness of intemal control over
financial repomng of International Securities Exchange Heldings, Inc., mcorporated by reference in this Annual
Report on Form 10-K for the year ended December 31, 2006.

1}

s/ Ernst & Ycung LLP

New York, Nlew York
February 28, 2007




POWER OF ATTORNEY -

S P o ‘ L
Know all men by these presents, that each person whose signature appears below, does hereby constitute

and appoint Gary Katz and Michael J. Simon, and each.of them severally, his or her true and lawful
attorney-in-fact with power of substitution and re-substitution to si gn his or her name, place and stead, in and all
capacities, to do any and all things and execute any and all instruments that such attorney may deem necessary
and advisable under the Securities Exchange Act of 1934, as amended, and any rules, regulations and
requirements of the Securities and Exchange Commission in connection with the Comparny’s Annual Report
Form 10-K for the fiscal year ended December 31, 2006, File Number 001-32435, to be filed pursuant to

Section 13 or 15(d) of the Securities Exchange Act of 1934, and to any amendment thereto, as fully for all intents
and purposes as he or she ¢ould do in person; and hereby ratlﬁes and confirms all Lhat sald attorneys-m-fact, or -
any one of them, shall lawfully do or cause to be done by vmue hercof ’

*

Signature RS .' 'l‘it.'le Date
/s/ DAVID KRELL President and Chief Executive February 26, 2007
David Krel Officer o
/s/ BRUCE COOPERMAN Chief Financial Officer February 26, 2007
Bruce Cooperman
/s/ _AMIT MunNt Principal Accounting Officer February 26, 2007
Amit Muni .

/s/ FRrANK J. JONES

Frank J. Jones, Ph.D.

/s/  JOHN F. MARSHALL
~ JohnF. Marshall, Ph.D,

i

. /s/ BARBARA B. DIAMOND

Barbara B. Diamond

Is/ -MARK P. KRITZMAN

Mark P. Kritzman

/s/ SARAH A. MILLER

Sarah A, Miller

/s!  CARLETON DAY PEARL

Carleton Day Pearl

fs/ IvErRs W. RILEY

Ivers W, Riley

/s/ RICHARD SCHMALENSEE

Richard Schmalensee, Ph.D.

Chairman of the Board of Directors
Vice Chairman of the Bbard of
Directors:

Director "

Director

Director

Director

Director

Director

February 26, 2007
February 26, 2007
February 26, 2007

February 26, 2007

~ February 26, 2007

February 26, 20607
February 26, 2007

February 27, 2007




! ’ EXHIBIT 31.1

CERTIFICATION OF CHIEF EXECUTIVE OFFICER
PURSUANT TO SECTION 302 OF THE _
SARBANES-OXLEY ACT OF 2002 ‘

I, David Krell, certify that:
1.1 have reviewled this report on Forro 10-K of International Securities Exchange Holdings,'Iﬁc':.';“
2. Based on my knowledge ‘this report does not contain any untrue statement of a material fact or omit to

state a material fact necessary to make the statements made, in light of the circumstances under which such
statements were made not misleading with respect to the period covered by this report;

3. Based on my Ilmowledge the ﬁnancial statements, and other financial information included in this feport,
fairly present in all matenal respects the financial condition, results of operations and cash flows of the registrant
as of, and for, the perlods presented in this report; .

4, The reglstrant s other certifying officers and I are responsible for establishing and maintaining disclosure

~ controls and procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) and internal control over
financial reporting (as defined in Exchange Act Rules 13a-15(f) and 15d-15(f)) for the reglstrant and have::

a) de51gned such disclosure controls and procedures, or caused such disclosure controls and procedures
to be designed under our supervision, to ensure that material information relating to the registrant, including
its.consolidated subsidiaries, is made known to us by others within those entities, parl:cularly during the
period in which!this report is being prepared; .

b) designexi such internal control over financial reporting, or caused such internal control over financial
reporting to be demgned under our supervision, to provide reasonable assurance regarding the rehab:hty of
financial reporting and the preparation of financial statements for external pluposes in accordance with
generally acccpted accounting principles;

) evaluateld the effectiveness of the registrant’s disclosure controls and procedures and presented in
this report our conclusnons about the effectiveness of the disclosure controls and procedures as of the end of

the period covered by this report based on such evaluation; and

d) msclosed in this report any change in the registrant’s internal control over financial reporting that
occurred dunng the registrant’s most recent fiscal quarter that has materially affected, or is reasonably likely
to materially affect, the registrant’s internal control over financial reporting;and

5. The registrant’s other certifying officers and I have disclosed, based on our most recent evaluation of
internal control over, financial reporting, to the registrant’s auditors and the audit committee of registrant’s Board
of Directors (or persons performing the equivalent functions): ‘

a) all s1gmﬁcant deficiencies and material weaknesses in the design or operation of internal com:rol .
over financial n.portmg which are reasonably likely to adversely affect the registrant’s ability to record,
process, summarize and report financial information; and .

b) any. fraud, whether or not material, that involves management or other employees who have a
significant role in the registrant’s internal control over financial reporting. '

Date: February 28, 2007 oot By: «/s/ _DAVID KRELL
' Name: ’ David Krell
Title: ' President and Chief Executive Officer




EXHIBIT 31.2

CERTIFICATION OF CHIEF FINANCIAL OFFICER
PURSUANT TO SECTION 302 OF THE
SARBANES-OXLEY ACT OF 2002

L, Bruce Cooperman, certify that: ‘
1.1 have reviewed this report on Form 10-K of International Securities Exchange Holdings, Inc.; .

2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to
state a material fact necessary to make the statements made, in light of the circumstances under which sich
statements were made, not misleading with respect to the period covered by this report; ) :

3. Based on my knowledge, the financial statements, and other financial information included in this report,
fairly present in all material respects the financial condition, results,of operations and cash flows of the registrant
as of, and for, the periods presented in this report;

- 4. The registrant’s other certifying officers and I are responsible for establishing and maintaining disclosure
controls and procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) and internal control over
financial reporting (as defined in Exchange Act Rules 13a-15(f) and 15d-15(f)) for the registrant and have:

a) designed such disclosure controls and procedures, or caused such disclosure controls and procedures
to be designed under our supervision, to ensure that material information relating to the registrant, including
its consolidated subsidiaries, is made known to us by others within those entities, pam«:ularly during the
period in which this report is being prepared; .

b} designed such internal control over financial reporting, or caused such internal control over financial
reporting to be designed under our supervision, to provide reasonable assurance regarding the reliability of
financial reporting and the preparation of financial statements for external purposes in accordance with
generally accepted accounting principles;

c) evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in
this report our conclusions about the effectiveness of the disclosure controls and procedures as of the end of
the period covered by this report based on such evaluation; and

d) disclosed in this report any change in the registrant’s internal control over financial reporting that
occurred during the registrant’s most recent fiscal quarter that has materially affected, or is reasonably likely
to materially affect, the registrant’s internal control over financial reporting; and

5. The registrant’s other certifying officers and I have disclosed, based on our most recent evaluation of
internal control over financial reporting, to the registrant’s auditors and the audit committee of reglstrant s Board
of Directors {or persons performing the equivalent functions): :

‘ a) all significant deficiencies and material weaknesses in the design or operation of internal control
over financial reporting which are reasonably likely to adversely affect the registrant’s ablhty to record,
process, summarize and report financial information; and

'b) any fraud, whether or not matenal, that involves management or other employees who have a
significant role in the registrant’s internal control over financial reporting.

Date: Febfuary 28,2007 ' _' By: - ) /s/ BRUCE COOPERMAN _

Name: Bruce Cooperman
Title: Chief Financial Officer




EXHIBIT 32.1 -

CERTIFICATION OF CHIEF EXECUTIVE OFFICER
~ PURSUANT TO 18 US.C, SECTION 1350, AS ADOPTED PURSUANT
TO SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

In connection with the Annual Report of Intematlonal Securities Exchange Holdings, Inc. (the “Company”)
on Form 10-! for the period ending December 31, 2006 as filed with the Securities and Exchange Commission
on the date ht reof (the “Report™), David Krell, as President and Chief Executive Officer of the Company,

_ certifies, pur<uam to 18 U.S.C. Section 1350, as adopted pursuam to Section 906 of the Sarbanes-Oxley Act of
2002, that:

(1) The Report fully complies with the requirements of section 13(a) or 15(d) of the Secunhes
Exchnng e Act of 1934; and

(2) The information contained in the Report fan'ly presents, in all material respects, the financial
condition and result of operations of the Company.

By: /s/  Davib KRELL
Name: David Krell ,
Title: President and Chief Executive Officer

Date: February 28, 2007

* A signed original of this written statement required by Section 906 or other document authenticatjng.
acknowledgmg or otherwise adopting the signature that appears in typed form within the electronic version
of this wntten statement required by Section 906, has been provided to International Securities Exchange
Holdmg-s Inc:and will be retained by International Securities Exchange Holdings, Inc. and fumlshed to the
Securiti es and Exchange Commission or its staff upon request.

** This cemﬁcanon accompanies the Report pursuant to Section 906 of the Sarbanes-Oxley Act of 2002 and
shall not be deemed filed by the Company for purposes of Section 18 or any other provision of the
Securities Exchange Act of 1934, as amended. .

(“'\\"} N’&
\\_’\J \a"v..u—'-




EXHIBIT 32.2

CERTIFICATION OF CHIEF FINANCIAL OFFICER
PURSUANT TO 18 U.S.C. SECTION 1350, AS ADOPTED PURSUANT
TO SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

In connection with the Annual Report of Intemnational Securities Exchange Holdings, Inc. {the “Company™)
on Form 10-K for the period ending December 31, 2006 as filed with the Securities and Exchange Commission:
on the date hereof (the “Report™), Bruce Cooperman, as Chief Financial Officer of the Company, certifies, - i
pursuant to 18 U.S.C. Section 1350, as adopted pursuant to Section 906 of the Sarbanes-Oxley Act of 2002, that:

(1) The Report fully complies with the requirements of section 13(a) or 15(d) of the Securities
Exchange Act of 1934' and

(2) The mformatlon contained in the Report fairly presents, in all material respects, the financial -
condition and result of operations of the Company.

By: /s/  BRUCE COOPERMAN

Name: Bruce Cooperman

Title: Chiefl w Officer

Date: February 28, 2007

* A signed original of this written statement required by Section 906 or other document authenticating,

- acknowledging or otherwise adopting the signature that appears in typed form within the electronic. version
of this written statement required by Section 906, has been provided to International Securities Exchange
Holdmgs, Inc. and will be retained by International Securities Exchange Holdmgs Inc. and furnished to the
Securities and Exchange Commission or its staff upon request.

** ’ This certification accompanies the Report pursuant to Section 906 of the Sarbanes-Oxley Act of 2002 and
shall not be deemed filed by the Company for purposes of Section 18 or any other provmon of the

Securities Exchange Act of 1934, as amended.




